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Preface to Third Edition 


T he 1929 boom and the crash that followed marked the in- 
terval between the original and the revised editions of this 
book. After glittering speculative profits, banks closed, stocks 
declined precipitously, and real estate and foreign bonds made 
spectacular, in some cases scandalous, defaults. More kaMdo- 
scopic changes could hardly be imagined. Yet since the appear- 
ance of the revised edition, war clouds of such magnitude have 
burst that they threaten to inundate and upheave institutions on 
a world-wide scale. The almost miraculous advances of science 
and industry have been welded into a thunderbolt that endangers 
the civilization that created them. 

In such times, the search for security that takes the form of in- 
vestment noight seem hopeless. But saving and its employment 
are processes that form an integral part of our democratic way 
of making a living. Investors and investment institutions cannot 
flee to a storm shelter, as a speculator might, but must continue 
to play their part, and share in the fortunes of the economic 
community. 

Until property is taken over by the state under Communism 
or strait-jacketed under Fascism, investment must continue. As 
its problems grow more difficult, the need for a thorough under- 
standing of principles becomes even more essential. However, 
these principles can be appreciated and applied only as they are 
examined in the light of what actually goes on in the bank, the 
factory, and the market place. The authors hope that this third 
edition will prove to have struck the happy medium in combining 
precept and practice for student and practitioner. 

Hat, P H E. Badger 
Harry G. Guthmann 




Preface to First Edition 

W ITHIN the past twenty-five years the science of invest- 
ment has assumed aspects of complexity in proportion to 
its increasing importance. The extension of the corporate form 
as a means of conducting enterprises has greatly facilitated the 
investment process, while the phenomenal increase in our na- 
tional wealth has resulted in giving large numbers of our pojmla- 
tion capital for investment purposes. It is but natural, therefore, 
that a field hitherto explored for the most part by bankers, 
investment ofl&cers of insurance companies, and a relatively few 
wealthy individuals should now become a matter of lively inter- 
est to a much larger group of individuals, constituting the so- 
called middle class. 

This situation has a twofold interest for the student of eco- 
nomics. There is, of course, the strictly vocational aspect of 
the science. A thorough understanding of the principles of in- 
vestment is indeed of the utmost importance to the man who 
anticipates entering the banking field, as a commercial or an 
investment banker. The same may be ^d of the man who 
expects to engage in the selling of securities. Many lawyers, 
especially those who engage in the work of administering estates 
or who act as trustees, must also be thoroughly familiar with the 
subject. On the other hand, nearly everyone hopes, at least, to 
accumulate some capital during his life and quite naturally desires 
to employ this in a way that will bring him the maximum return 
consistent with a minimum risk. This desire can be accomplished 
only by a reasonable familiarity with the principles of investment. 

Quite apart from the vocational aspects of the subject, how- 
ever, one finds that it has a social significance as well. Material 
progress depends upon a growing fund of capital goods. Capital 
goods, in turn, require the double process of saving and invest- 
ing. From a social standpoint, saving is meritorious; yet no 
benefit accrues from the saving process until direction has been 
given to that which is saved. It is this last process that we call 
investment. It is quite impossible in any one work to cover 
exhaustively the entire field of investment. There are so many 
ramifications to, the subject that no one man can ever say that 



PREFACE TO FIRST EDITION 


he has thoroughly mastered them all. One man may be fairly 
well versed in industrial securities; another, in public utility se- 
curities; another, in securities of railroads; and still another, in 
municipals. To combine a thorough knowledge of all fields, 
however, is humanly impossible. So it is with the preparation 
of a book of this nature. It is possible to cover only in a rather 
broad way the more important aspects of the entire field, and to 
develop those fundamental principles of the science which may 
be applied later in the process of specialization. This is the aim 
of the present work. 

The arrangement to be followed provides for a division of the 
subject into four major parts. Part I we shall call Introduction. 
Here will be considered some of the more general aspects of the 
problem, such as its historical development, factors bearing on 
the demand for, and supply of, loanable funds, the return on 
invested capital, and the question of investment policies. Part II 
will be devoted entirely to the contract aspects of various kinds 
of investments. After a brief consideration of bases for classify- 
ing securities, consideration will be given to the contractual fea- 
tures attached to different types of secured and unsecured bonds, 
as well as to special types of bonds. The same treatment will be 
accorded preferred and common stocks. A constant effort will 
be made in this section to point out the relative desirability, from 
the investor’s standpoint, of the more common provisions ‘found 
in different types of securities, as well as to show clearly the 
investment characteristics of each major group. In Part III we 
shall consider the entire question of financial analysis. Various 
methods will be set up for analyzing and comparing the financial 
status of important groups of companies. Consideration will be 
given to industrial compames, public utilities, railroads; to the 
securities of financial institutionis, such as insurance companies, 
banks, and investment trusts; to real estate investments and 
government and foreign securities. It will be observed that a 
sharp distinction has been made between analysis of the con- 
tractual features and analysis of the financial status of invest- 
ments. Important as each kind of analysis is to the investment 
problem, they differ fundamentally in theory and hence are 
treated separately. Some acquaintance with the fundamentals 
of accounting is desirable in connection with financial analyses, 
although an effort has-been made in the following discussion to 
cover enough of the accounting principles involved to enable the 
student with little or no training in accounting to grasp the 
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points herein treated. In Part IV are considered the mechanics 
of investment. The routine and procedure followed in the pur- 
chase and sale of securities, as well as the mathematics ordinarily- 
required to compute bond and stock yields and interest rates, 
are described. The more important services available to the 
investor are likewise described. Taxation in its relation to the 
investment problem is considered in another chapter. The final 
chapters are devoted to a consideration of the relationship be- 
tween the business cycle and fluctuations in investment values.^ 

When treating a field so broad in scope as the present, it is a 
perplexing problem to decide the limits that should be set in 
respect to subject matter. For the student or reader who wishes 
to specialize m the field of investments, a complete treatment is 
desirable. Where the book is to be used as a text for a single 
semester course, on the other hand, it is suggested that the fol- 
lowing chapters be omitted: Chapter XV, dealing with the regu- 
lation and economics of public utihties; Chapters XX and XXI, 
dealing with the securities of banks, insurance companies, and 
investment trusts; and Chapter XXIX, dealing with taxation and 
investments. 

The basis for exclusion here is the somewhat 'specialized char- 
acter of the material in these chapters. However, the teacher 
conducting the course may have good reasons for making a dif- 
ferent selection. Thus, where the class haS already studied cor- 
poration finance, it might be possible to omit a substantial portion 
of Part II. In any event, an effort has been made to treat 
various topics as integrals, for the purpose of assisting the teacher 
or student in arranging the amount of reading best adapted to 
his own circumstances. 

Throughout the entire book, an effort has been made to com- 
bine the theoretical point of view with the practical. In the 
treatment of a subject of this kind, there is the danger of leaning 
too far in one direction or the other. The author's experience 
in the field has at least brought him in touch with both of these 
points of view. For five years he has been in charge of the 
courses in corporation finance and investments at Brown Uni- 
versity. During the past six years he has acted as consultant 
in a number of tax cases in which he has been called upon to 
value a rather wide range of industrial securities for inheritance 
and income tax purposes. For a year and a half he was in charge 

1 In the revised and present editions, 'Chapters 30, 3J, and 32 of the first edition 
have been revised and combined into one chapter, Chapter 30. ' 
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of the statistical department of Bodell & Company, Investment 
Bankers. At the present time he has supervision of the invest- 
ments of certain large estates in Rhode Island. It may rightly 
be inferred, therefore, that the present book represents an effort 
to combine the more important principles, both practical and 
theoretical, evolved in the author’s mind as the result of these 
experiences in the field. The arrangement followed in develop- 
ing the material is essentially that used in the courses the author 
conducts at Brown University. 

The author desires to express his deep appreciation for the 
suggestions made by Professor James P. Adams of Brown Uni- 
versity in respect to the arrangement and material in the chapters 
on public utilities. Dr. Lucy W. Eallough deserves much credit 
for her painstaking work in editing the entire manuscript and 
checking the statistical material, and in the preparation of charts. 
To Mrs. Agnes G. Badger appreciation is due for careful attention 
to the detail work in preparing the manuscript. 

Ralph E. Badger 
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Stages in economic development. Economists sometimes 
classify the various stages in the development of human society 
according to the characteristic methods of acquiring a livelihood. 
The four periods customarily appearing in such a classification 
are as follows: the hunting and fishing stage; the agricultural 
stage; the handicraft stage; and finally, the industrial, or capi- 
talistic, stage. Capital, 'in the economic sense, has been em- 
ployed by man since he first fashioned crude hunting implements. 
Not until the latter part of the eighteenth hentury, however, can 
it be said that capital played a dominant part in our economic 
structure. Even as late as the handicraft period, such capital 
as was employed was mostly in the form of tools used by men 
who produced largely by hand. Under this system, minute di- 
vision of labor, as we now know it, was nonexistent. The worker 
was largely responsible for the entire product, and no considerable 
amount of investment was necessary to enter production. Indi- 
vidual skill and craftsmanship were at a premium, while stand- 
ardization and quantity production were unknown. 

Late in the eighteenth century, a distinct change in production 
methods took place. The economic revolution which occurred 
in England between 1770 and 1800 was occasioned by a series of 
inventions in the textile industry and the perfection of the steam 
engine. The opening of new territories, improved methods of 
transportation, and the widening of markets that quickly fol- 
lowed added impetus to the movement, with the result that, at 
the beginning of the nineteenth century, the old methods of hand 
production were obsolete. Ownership of factories and machines 
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gradually came into the hands of capitalists, and consequently, 
the workers no longer owned the tools of production. 

The chief characteristic of this new system is the manner in 
which labor is utilized. Instead of proceeding immediately to 
the manufacture of an article, say, shoes, labor is first employed 
in the -erection of a factory and machinery. Later, more labor 
is employed directly in the manufacture of shoes; but not for 
some time — ^perhaps several years after the initial steps are taken. 
The results of machine production are division of labor, speciali- 
zation, and greatly increased production. In fact, the further 
this development is carried, the more specialized the equipment, 
and the greater the output. 

The sine qua non of this system of production, however, is the 
existence of a fund of capital. There must be a class of persons 
who are in a position to divert a part of their current income to 
the production of factories, railroads, machines, raw materials, 
and other goods ^ which, of themselves, are unable to satisfy the 
wants of final consumers, but which are used for purposes of 
further production. This class of goods the economist calls capi- 
tal in contradistinction to goods or services which are destined 
for immediate consumption, and it is important for us to recog- 
nize and to maintain this distinction. In economics the term 
“capital” is used to denote factories, goods, or services which, of 
themselves, are not available in final form. 

Material prosperity and capital accumulation. Enough has 
been said to indicate that the prosperity of a nation today de- 
pends, in large measure, on the existence of a growing fund of 
capital goods. The United States, England, and Germany are 
certainly among the richest nations of the world from the stand- 
point of capital, and at the same time they are among those best 
supplied with material wealth. Countries like India and China, 
and many nations of Europe, have relatively little capital at their 
command. Agriculture is carried on with primitive tools; and ' 
manufactu ring, in many instances, is conducted under the handi- 


‘ There is a general distinction in economic theory between producers’ goods, or 
capital, and consumers’ goods. See Taussig; Frank W., Principles of Economics 
(iyew York: The Macmillan Co.'. 4th ed.), Vol. I, p. 64. While the existence of 
such a distinction is not unanimously recognized, it will be maintained throughout ‘ 
this book. In general, “capital” wiU be used to designate those goods or services 
used for purposes of further production, as distinguished from goods used for oon- 
sumption purposes. See Fisher, Irving, Elementary Principles of Economics (New 
X Co., 1913), p. 38; Carver, Thomas N., Distribution of 

^Ualth (New York: The Macmillan Co.,' 1904), p. 125 ff.; and Clark, John Bates, 
Phe Distribution of Wealth (New York: The Macmillan Co„ 1924), Chapter IX 
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craft system, with the result J;hat the productive power of labor 
is very low. There is, of course, a close correlation between the 
productive power of the laborers of a country, their real wages, 
and the standard of living. A partial explanation of the eco- 
nomic well-being of a nation is found, therefore, in the relative 
amount of capital at its command. 

The use of indirect methods of production, a high degree of 
specialization in industries, the use of specialized machines, the 
development of adequate means of transportation and communi- 
cation — all require capital. Capital, on the other hand, requires 
a saving from current income. That is, the creation of capital 
goods requires willingness and ability on the part of some people 
in the community to forego the immediate consumption of a 
part of their current income and to divert it to the production of 
machinery, factories, railroads, and other kinds of producers’ 
goods. 

Unquestionably the saving process depends on two things: 
(1) willingness, and (2) ability. Thus, while two nations may 
have similar or equal national incomes, one may practice greater 
thrift than the other and thereby create a larger fund of capital. 
On the other hand, the extent to which an individual or a nation 
can save will depend on the amount of its income, since there is 
a minimum of income necessary to existence, out of which any 
saving is impossible. It might be argued that we are reasoning 
in a circle when we state that saving depends on the amount 
of a nation’s income, and this income, in turn, depends on the 
amount of capital it has at its command. A moment’s reflection, 
however, will show that the amount of capital a nation has is 
only one of the factors contributing to the amount of its income. 
Among other factors are the existence of natural resources, the 
skill and organizing ability of the people, climate, geographical 
situation, and the fertility of the soil. 

It is, of course, far beyond the scope of this book to analyze 
the underlying causes of national success or failure. These are 
partly economic, partly psychological. Despite the wide range 
of influences which have a direct bearing on national prosperity, 
however, we are entitled to assume, for our present purposes, that 
the act of saving, which is the first step in the investment process, 
is one of vital importance to the nation and also to the indi- 
vidual.^ 

* An effort should be made to appreciate the significance of saving from a funda- 
mental point of view. We are accustomed, in everyday thought, to consider sav- 



Investing closely allied with saying. Closely allied with the 
act of saving is that of investing. The mere setting aside, or 
the accumulation, of present goods, or of money — the customary 
term now used in speaking of wealth — ^is only one half of the 
entire investment process. It is necessary that direction be 
given to the employment of wealth that has been saved. The 
parable of the talents contains a wholesome lesson for us even 
today. The servant who buried his talent made no contribution 
to the progress of the world. Likewise, the man who hoards his 
gold has saved, but his act of saving has not benefited society. 
The completed process involves: first, saving, or foregoing pres- 
ent consumption ; and second, the act of using in the creation of 
producers’ goods that which has been saved. This may be done 
in several ways. The saver may himself acquire capital goods ; 
he may intrust his savings to someone who, individually or 
through partnership, conducts some form of business enterprise; 
he may turn his funds over to a corporation in return for its 
stocks or bonds; or he may simply commit that which he saves to 
a bank or an insurance company, or to some other form of finan- 
cial institution, which, in turn, will proceed to employ it for him. 
This second part of the transaction we call investing. Investing, 
therefore, may be defined as the act of intelligently determining 
the uses to which capital shall be put. 

The importance of- a growing fund of capital to the well-being 
of a nation is universally recognized. No less important is the 
direction or employment of this fund to the best advantage of 
society. The mere act of saving, commendable in itself, is of 
no benefit to the community unless proper employment is made 
of that which is saved. The erection of a plant to manufacture 
a perpetual motion machine is a mere waste of resources. Like- 
wise the attempted development of a mine in a territory where 
the ore content is too low to be of any real value represents an 
economic loss. Capital intrusted to a corporation that is oper- 
ated by unscrupulous promoters merely for the purpose of selling 
securities also is lost from a social standpoint. Prior to the 
founding of the Securities and Exchange Commission hundreds 
of millions of dollars were lost annually by the uninformed, who 

ing merely in the light of laying aside money, by putting it in the bank, or 
otherwise investing it. This act has a -wider significance. By it we forego im- 
mediate consumption and divert labor and resources to the production of capital 
goods. 



committed their hard-earned savings to such entei’prises as fake 
oil wells and other dishonestly promoted -schemes, in the hope of 
receiving alluring profits that never came. But far worse than 
this in terms of social loss is the number of failures of legitimate 
businesses. Thus, in the United States, in 1938, 12,836 concerns 
out of a total of 2,101,933 failed, with liabilities aggregating 
,1246,505,000.''’ The latter losses result chiefly from incompe- 
tence and inability on the part of entrepren.eurs who have been 
unable properly to manage either their own funds or those in- 
trusted to them by others, or from the attempted development 
of enterprises for which there is no real economic need. 

The science of investment. Looked at from a broad stand- 
point, the science of investment deals with the employment of 
capital. The individual, by his pecuniary return or loss, is re- 
warded for his success or penalized for his failure in the investing 
of his private funds. As we have suggested, however, there is 
a social as well as an individual aspect to the problem. Re- 
sources and labor committed to enterprises which cannot prof- 
itably fill some economic need are wasted, and society as a whole 
loses. A similar situation may be said to exist where loanable 
funds are placed in the hands of those who are unable properly 
to manage undeirtakings. Here the same result is met: loss to 
the individual investor, and an economic waste of society’s re- 
sources. 

Thus are brought to light two of the fundamental principles 
of investment; the enterprise sponsored should fill a definite 
economic need in a manner capable of yielding a profit; and the 
management of the enterprise to which funds are intrusted 
should be both efiicient and honest. 

These two cardinal principles, important as they are, can 
rarely, if ever, be measured statistically, as can many other fac- 
tors in the problem. This word of caution is given early in an 
effort to ipake clear the fact that, regardless of the conclusions 
which may be deduced from elaborate financial analyses, much 
depends, after all, on the nature of the enterprise and the charac- 
ter of its management. Both of these factors will be reiterated 
in subsequent pages, with examples here and there to illustrate 
further their vital significance to the investment problem. 

The social importance of studying the science of investment, 


'‘Statistical Abstract of the United States, 1939, p. 307. 
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as we see, arises from the necessity of properly employing the 
surplus funds — ^the capital — of society. It is true that, through- 
out this discussion, emphasis will be placed on the individual’s 
problem; yet, that which proves profitable for the individual 
generally proves advantageous to the community. Although in 
later pages we shall not emphasize the brdad social aspects of 
the problem, it will not be because they lack importance. Con- 
crete development requires us to consider the entire subject 
largely from an individualistic point of view. But, in so doing, 
we do not for a moment admit that our study is entirely devoted 
to profit-making formulas. The entire subject of investment is 
closely tied up with the economic welfare of society. 

Historical development of the investment problem; early 
forms of investment. It is only within comparatively recent 
years that the subject of investment science has commanded 
any very widespread interest. When simple methods of pro- 
duction prevailed, and when the various factors of production 
were generally assembled under one person, there was little op- 
portunity for investment in the modern sense. This does not 
imply that some aspects of the problem as it exists today were 
not then present. 

The development of large undertakings by means of division 
into shares, for instance, may be traced back to the formation of 
associations in Romo for the farming of taxes. Under this ar- 
rangement the tax farmers (or collectors) associated with them- 
selves capitalists, who advanced funds for the purchase of rights 
to collect taxes and, shared in the profits of these operations, al- 
though they themselves had no share in managing the enterprises. 
The shares of these associations were quoted and were subject to 
considerable speculation until Augustus reorganized the entire 
system of taxation in the Roman Empire.* 

Public loans of Italian cities. More closely akin to our mod- 
ern dealings in transferable securities, however, was the issuance 
of public loans by the Italian cities of Venice, Genoa, and Flor- 
ence in the Middle Ages. As early as the twelfth century the 
Bank of Venice was formed to act as transfer office for the na- 
tional debt. Dealings in the French debt also date back to thb 
Middle Ages, and by the sixteenth century we find speculation 


" Jannet, Claudeo, La Sp4culation et la Finance au XIX’ SiHcle (Paris: E, Plon, 
Noumt et Cie, 1892), p. 337, , ^ , 
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in City of Paris bonds promoted by chicanery on the part of the 
nobles and the king, who probably kept his favorites informed as 
to the state of the public treasury. 

Development of bourses. Accompanying these dealings in 
state debts was the development of bourses of commerce on the 
Continent, or of public places where merchants, bankers, brokers, 
and others met to deal in bills of exchange, large enterprises, in- 
surance, loans, and similar matters.® Early impetus was given 
to speculative trading on these various bourses by the formation 
of the Levant Company in 1581 and the Dutch East India Com- 
pany, chartered in 1602. The shares of the latter company were 
transferable to bearer, if desired in that form, and were actively 
traded in on the Amsterdam Bourse. Although the French 
East India and West Indies companies were established during 
the latter part of the seventeenth century, the shares of these 
companies were subscribed to largely by the king and his associ- 
ates and did not appear to any great extent on the exchanges. 
Shares in the Bank of England, however, were actively traded in 
during the last decade of the seventeenth century. It is signifi- 
cant that the early use of the joint-stock principle in England 
was rarely applied to manufacturing enterprises. In the middle 
of 'the eighteenth century Adam Smith observed that “the funded 
debt, the Bank of England, and the East India Company were 
the only examples of really large and safe investments.” 

Speculative and investment transactions in negotiable securi- 
ties developed most rapidly in England after the opening of the 
eighteenth century, although the speculative outbursts occa- 
sioned by John Law’s schemes for readjusting the national debt 
of France and the Mississippi bubble indicate that trading was 
by no means absent in France. 

During the nineteenth century we find trading in securities 
carried on in a regular and orderly way on the London Stock 
Exchange, the Paris Bourse, and the New York Stock Exchange, 
which was officially organized as early as 1817. Early dealings 
in this country were chiefly in the national debt, which, in 1816, 
amounted to $108,510,000.® There is, however, a record of trad- 


" Martin, Germain, La Giande Industrie en France sous le Regne de Louis XV 
(Paris; A. Ponlomoing, 1900), in the Bibliolheque do la Societe des Etudes His- 
loriques. 

“Conant, Chas. A,, "'The Evolution of Negotiable Seourities,” Bankers AI(ig(i~ 
sine, Vol. 70, p. 29. 
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ing as early as 1801 iu the shares of leading bank and insurance 
companies.'^ 

Development of corporations and the investment problem. 
The rapid mdustrial expansion which took place throughout the 
world during the nineteenth century was naturally accompanied 
by a corresponding development in methods of finance. The 
perfection of the corporate form of organization in this country 
and of the joint-stock company in England has been one of the 
greatest factors in encouraging investment in the modern sense, 
and has greatly facilitated business undertakings on a large scale. 
In fact the corporation is today by far the most important type 
of business organization. Although 62 per cent of all manufac- 
turing businesses reporting to the United States Census Bureau 
in 1929 used some other form of organization, the corporations 
in that field produced 92 per cent of the total value of manufac- 
tured products. In the public utility, railroad, and banking 
fields, by far the greater number of enterprises are conducted as 
corporations. The reasons for the extensive growth in the cor- 
porate form of organization lie in its superiority over other forms 
of cooperative business undertaking. The corporation is per- 
petual in life, unless terminated for cause, or unless its life is 
limited by the terms 'of its charter; limited liability is enjoyed 
by the shareholders, except in the case of some state banks, whose 
stockholders are subject to double liability; opportunities are 
offered for specialization among owners and creditors in respect 

'Pratt, Sereno S., Work oj Wall Street (New York: D. Appleton & Co., 1919), 
p. 6. An advertisement which appeared in the first issue of the Evening Post, 
November 16, ISOl, contains a list of offerings which is reproduced below: 


PRICES OF STOCK 

Per Cent 

6 Per Cent Funded Debt 98 

3 Per Cent Funded Debt 56)4 @ 57 

8 Per Cent Loan 112J^ 

6 Per Cent Navy Loan par 

Bank Stocks 

Per Cent 

United States Bank 143 ® 143H 

New York (dividend off) 131 H 

Manhattan 132 

Insotiance Shares 

Per Cent 

New York Insurance Co 128 

Columbian Insurance Co 137 ® 138 

United Insurance Co 118 @119 



INTRODUCTION 


9 


to risks and participation in profits; and investment is facilitated 
by means of divisible and transferable shares. It is no exag- 
geration to state that our great industrial and financial develop- 
ment would have been impossible without some form of business 
organization offering the advantages granted to the corporation. 

The first private enterprises to be promoted as corporations in 
the United States on an extensive scale were the railroads. Like- 
wise, public interest in private enterprises centered, at first, 
largely around the securities of our railroads. The stock of the 
Mohawk & Hudson was the first railroad stock to b6 listed on the 
New York Stock Exchange.® This took place in 1831. There- 
after, railroad securities rapidly assumed an important role in 
American finance and really dominated the investment market 
of this country until the opening of the present century. The 
popularity of rail securities was promoted, no doubt, by the public 
character of the railroad business and its importance in the minds 
of investors. 

Recent tendencies in the investment field. During the last 
quarter of the nineteenth century an increasing interest was 
shown in industrial securities, but not to the exclusion of railroad 
securities. The railroads, during this period, were constantly 
improving their financial status through the consolidation of 
small roads into great systems, thus eliminating competition and 
stabilizing earnings.® Although the development of industrial 
companies was rapid at this time, it is nevertheless true that they 
suffered from cutthroat competition and consequent instability 
of earnings. It was not until the era of industrial consolidation, 
which came after the opening of the twentieth century, that in- 
dustrials were looked upon with favor, and even today they are 
considered the least stable of all the major groups of enterprises. 

Except for a few gas and water companies, the public utility 
industry prior to 1890 was to all intents and purposes unknown. 
At least it may be said that it did not exist as we now know it. 
After 1890 a rapid development in the use of electric traction 
took place, and at the opening of the present century the electric 
light and power industry really started on its remarkable career. 
Other public utilities, such as the telephone and the telegraph, 


“Pratt, Sereno S., Work of Wall Street (New York: D. Appleton & Go., 1919), 

p. 10. 

° An excellent sllort account of the more important consolidations may be found 
in Jones, Eliot; Principles of Railway Transportation (New York: The Mac- 
millan Co„ 1924), Chapter XVII. 
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have likewise enjoyed a rapid extension during the present cen- 
tury, while the gas industry has also shown a healthy growth. 

Scope of the science. The rapid commercial and industrial 
expansion which has occurred in this country during the past 
fifty years, accompanied by an increasingly complex financial 
structure, has focused 'attention more and more on the science of 
investment. Some idea of the growing importance of this science 
may be gained by considering various estimates of the amount of 
securities outstanding in the United States alone. It has been 
estimated thftt the total value of physical property in this coun- 
try in 1904 was 1107,104,000,000,^® while the visible outstanding 
securities for that year, exclusive of intercorporate holdings, were 
$24,393,932,683, with a market value of $35,460,605,877.^^ 

The value of securities outstanding in 1928 has been estimated 
at about $198,000,000,000, made up as follows: industrial and 
miscellaneous, $81,000,000,000; railroads and public utilities, 
$52,000,000,000; government, state, and municipal, $33,000,- 
000,000^^; and real estate and farm mortgages, $32,000,000,000.^® 
The total wealth of the country was estimated as $353,000,- 
000,000 in 1922.^’* This total was based upon a national “inven- 
tory’' of the physical wealth— real estate, plant and equipment, 
live stock, and inventories of merchandise — and avoids the dupli- 
cation which would result if the securities and credit instruments 
based upon these tangibles were also included. The estimates of 


Statisiical Abstract of the United Stales, 1934, p. 261. 

^'Conant. C. A., "World’s Wealth and Negotiable Securities.’’ Atlantic Monthly, 
Vol. 101, No. 1, Jan., 1908, pp. 97-104. 

Moody's Manual of Investments: Industrial Secunties (New York; Moody’s 
Investors Service, 1929), p. xliv. With the onset of violent price fluctuations after 
1930, certain of these overall estimates were discontinued. 

’“Includes $1,500,000,000 real estate mortgage bonds as eistimated from data, 
given in Moody’s Manual »f Investments: Banks; Finance and Credit Companies 
(New York: Moody’s Investors Service, 1931). For estimates of home and 
farm mortgages, see pp. 47, 48, and 49. For more recent data on debt securities, 
see Internal Debts of the United States, edited by Evans Clark (New York: 
Twentieth Century Fund, Inc., 1933). 

National Wealth and Income, Federal Trade Commission, 1926, p. 2. This 
figure is higher than the Conference Board estimate shown in the table above 
and also the Bureau of Census figure for 1922 of $320,800,000,000. Again, Harwood 
estimated national wealth in 1932 at $286,600,000,000 in contrast with the higher 
figure in the table above. Harwood, E. C., "Wealth vs. Debts,” Barron’s, Febiii- 
ap 19, 1934, p. 9. The figure given above excludes $3,600,000,000 of the wealth 
abroad, Estimate based upon figures of Doane, Robert R., The Measurement' of 
American Wealth (New York: Harper & Bros., 1933), p. 199. The latter writer, 
however, includes a number of intangibles such as bank deposits. 
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the National Industrial Conference Board for selected years are 
of interest;’-'’ 

ESTIMATES OF NATIONAL WEALTH 
(Billions of Dollars) 


1922 307.1 

1926 319.6 

1929 362.9 

1930 353.7 

1932 307.7 

1937 315.8 

1938 (preliminary estimate) 309.4 


A large part of the decline after 1929 was attributable to falling 
prices subsequent to that year, which were followed by a rise after 
1933. These fluctuations in the valuation of the actual physical 
capital of the country were substantially less than those of mar- 
ket values of securities issued against such property.^® 

Although it appears that a larger proportion of the com- 
munity’s wealth was represented by securities in 1922 than in 
1906, this conclusion is not fully warranted in view of the possi- 
bility of error in estimating the amount of outstanding securi- 
ties.^^ Nevertheless, the total par value of securities outstanding 
at the beginning of the 1920’s had reached an impressive total 
and is likely to continue high relative to national wealth. 

Complex nature of the problem. During the years prior to 
1931 the annual flotation of new securities ranged between seven 
and eleven billion dollars, including government as well as cor- 
porate issues.®® The proceeds of these new issues were used, in 

“ The Economic Almanac jor 1940 (New York; National Industrial Conference 
Board, 1940), p. 296. 

“ For data on market values by classes of listed securities during this period, see 
(he Bulletin oj the. New York Stock Exchange (monthly), 

” However, this conclusion is substantially that arrived at by Berle, A. A,, and 
Pederson, V J., Liquid Claims and National Wealth (New York; The Macmillan 
Co., 1934). 

'‘Statistical Abstract of the United States, 1939, p. 305. Total capital issues, 
including corporate, foreign government, farm loan, and municipal, 1925-1938, were 
as fpllows ; 


Year 

(Millions of Dollars) 
Issues Year 

Issues 



1932 

1,730 

1926 

7,430 

1933 

1,054 

1927 

9,934 

1934 

2,212 

1928 

9,992 

1935 

4,752 

1929 

11,692 

1936 

6,254 

1930 

7,677 

1937 

4,003 

1931 

4,023 

1938 

4,384 
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part, to retire or refund outstanding obligations, and, in part, to 
develop new projects or additions to old ones. These figures, 
while giving some idea of the magnitude of current financial 
operations, fail to convey any adequate idea of the complexities 
that surround the problem of investment. With the develop- 
ment and refinement of the corporation as a form of business 
organization, there has been a constant tendency to increase the 
number of different types of securities offered for sale to the in- 
vesting public. While certain broad classes of securities whose 
character has been but little changed still remain, there is, never- 
theless, a constant effort to introduce new safeguards and to vary 
investment risk and participation in profits to fit the needs of the 
individual purchaser. On the other hand, promoters and invest- 
ment bankers are frequently desirous of securing capital without 
giving full control of the corporation to outside stockholders. 
These conflicting motives have produced a veritable maze of dif- 
ferent types and classes of stocks and bonds, running all the way 
from a simple first mortgage bond of an operating cpmpany to a 
convertible bond, with attached warrants, of a holding company. 
The same variation in the basic investment contract is found in 
stock issues. Preferred stocks may be surrounded by no safe- 
guard or by a dozen different ones, and common stocks are no 
longer simply evidences of ownership as in the past. The devel- 
opment of nonvoting, Class A common stocks introduced a new 
instrument of finance popular for a time, but which is now less 
favored. 

At the same time, new forms of enterprise have been developed 
to such an extent that it is no longer possible to construct a 
classification of enterprises according to their nature. The cus- 
tomary grouping of securities into government, municipal, rail- 
roads, public utilities, and industrials is no longer sufiicient. 
This is illustrated by two simple examples. Under public utili- 
ties we must provide subdivisions for the securities of electric 
power and lighting companies, of gas, of electric railway, and. of 
water companies. Yet, electric power and lighting companies 
may operate either with steam or water power, and the modern 
public utility holding company may be made up of operating- 
companies which come under all four of the previous classifica- 
tions. The term “industrial companies” is likewise too broad to 
be of real value. Under this head, for example, must be classed 
such diverse enterprises as copper mining, the manufacture of 
electrical equipment, fruit growing, radio manufacturing, railroad 
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equipment manufacturing, and merchandising'. In other words, 
a classification of types of securities, or of enterprises, in order 
to be of real value today, must be extremely detailed, so much 
so in fact that it is likely to become cumbersome. 

, Need for scientific study: investment versus gambling. Al- 
though the task of mastering the subject of investment today is 
far more difl&cult than formerly, hi that it is vastly more complex, 
it is none the less interesting. It is also true that the field now 
offers as great or greater rewards for those who really devote 
serious study to its many ramifications. There are some success- 
ful investors who, by devoting constant attention to their com- 
mitments, have been able to earn a very high rate on their funds. 
Such investors, however, employ a portion of their funds in com- 
mon stocks or convertible bonds. This can be done, however, 
only by an exhaustive study of market factors and securities and 
does not result from a mere reading of various financial services, 
or from following random “tips.” Some “investment services” 
and brokerage house recommendations have merit in that they 
actually analyze the securities on which they offer advice. 
Many, if not most, are worthless in that they are inspired by a 
desire to promote the sale of a particular security, or are merely 
a reflection of street gossip. One will do far better, in the long 
run, to restrict his investments to the most conservative types, 
which offer only a very limited return, than to “gamble” his sav- 
ings upon such advice. 

Gambling is sometimes defined as “blind chance-taking.” 
Such a broad definition would include “playing the stock mar- 
ket.” A more restricted and objective definition of gambling is 
“risk-taking for gain in which the participant creates the risk, 
as in a wager or a game of chance.” Speculation is contrasted as 
the assumption of risks which are inevitable in our economic 
society. The owner of conomodities, such as cotton and wheat, 
or of common stocks, assumes a risk that is inherent in the con- 
duct of business. It should be added that unwise or unskillful 
speculation may produce economic ills as disastrous as gambling. 

Speculation is often defined as the purchase of high-risk securi- 
ties, such as those of a newly organized company of uncertain 
success; investment, as the purchase of low-risk issues with a 
relatively predictable future. Another definition emphasizes 
motive; speculation is primarily for the purpose 'of appreciation 
in principal; investment, for income in the form of interest, divi- 
dends, or rent. Price changes are more often than not the result 
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of general external conditions that affect a whole group of securi- 
ties, rather thair the result of factors peculiar to the particular 
business. Speculators seeking to reap short-run profits often 
ignore the situation of the individual company. Investors, 
however, taking a more permanent position, give attention to the 
analysis of the specific issue in order to determine probable fu- 
ture income. The general business picture becomes background 
for outlining the broad policy to be pursued. The literature of 
investment emphasizes the approach which analyzes the indi- 
vidual commitment, and our study will center around the proper 
methods for such an investigation. Reference will also be made 
to the speculative influences. The more unstable our economic 
society, the more important do such factors become and the more 
difficult it becomes to plan a satisfactory investment policy. 
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In many of its aspects, the supply of investments is a problem 
that is important in economic theory. Consider, for example, 
the close relationship between the science of investing, interest 
rates, and the supply of, and demand for, capital. Here we find 
ourselves at once grappling with one of the most important and 
difiicult problems of the entire subject of economics, for, even 
though the problem of interest belongs essentially to the field of 
pure economics, its importance in the theory and practice of in- 
vestment precludes our passing over it lightly. 

We know from a study of economics that interest is the price 
paid for capital. In a broad way the rate of interest is governed 
by the supply of, and demand for, capital. This statement is 
true, despite the fact that short-time interest rates, in practice,, 
are governed by the state of bank credit and current business 
conditions, and vary with little or no reference to the more funda- 
mental factors just mentioned. Contrasted with current or 
short-time changes in interest rates, however, are so-caHed secu- 
lar movements, which take place slowly and which extend over 
a much longer period.^ In the present section of our work we 
shall confine our discussion to these broad movements and some 
of the basic causes therefor.^ Why is it that the current rate of 
interest at times rises to a level as high as 8 or 9 per cent, while 
at other times premier securities sell to yield as low as 2% or 3 
per cent? Why is it that the current rate of interest varies 

‘ See Chapter 4 for a discussion, of interest rates during the past 90 years. 

’ For a discussion of short-time fluctuations in interest rates and their relation 
to the investment problem, see Chapter 30. 
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widely in different parts of the world at the same time? The 
answers to questions of this nature can be found, in part, through 
an analysis of the factors governing the supply of, and demand 
for, capital. Because of the importance of this general and some- 
what theoretical subject to the student of investments, we shall 
devote some tim pi to it. Our first interest will center on the 
supply of capital; thereafter, we shall consider the demand for 
capital; and in a subsequent chapter we shall study the history 
of interest rates under the heading “Return on Invested Capital.” 

Capital originates from savings. The creation of producers' 
goods, or capital, is the result of saving. A nation which con- 
sumes its entire income can never increase its supply of capital, 
except by borrowing that' which someone else has saved. The 
same applies, of course, to the individual. Capital can originate 
only when people have the ability and desire to divert a part of 
their current income to the acquisition of producers’ goods as 
opposed to consumers’ goods. Whereas it is true that capital, in 
its broadest sense, originates only in this way, we shall see that 
temporary or floating capital may be created through the devel- 
opment of an adequate banking system. It is true also that this 
supply of temporary or floating capital so created may have 
marked effects on interest rates for short periods.® An explana- 
tion of the more basic movements in interest rates, however, will 
be found only in changed relationships in the capital market. 
If we accept the current economic theory of interest — ’that it rep- 
resents a point of equilibrium between supply and demand that 
measures the marginal productivity of capital, on the one hand, 
and the inertia to be overcome in saving the marginal unit, on 
the other hand — then any change in economic relations which 
makes saving more or less diflBcult, or which increases or decreases 
the productivity of capital, will'be reflected in the rate of interest. 

National income and savings. Perhaps the most important 
of the various factors governing- the supply of capital is the 
relative size of the national income. The process of saving can- 
not be carried on unless there is a surplus of current income over 
and above current needs. Conversely, the larger this surplus, 
the more it is possible to save. The reason for this is at once 
apparent. There is for the individual, as well as for the nation, 
an irreducible minimum of income necessary for existence; This 
point today has only an academic interest, however, for all the 
civilized n ations are accustomed to a standard of living far above 


“See Chapter 30. 
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the so-called subsistence level. Assuming, therefore, that an in- 
dividual, or a nation, has sufficient income to enable it to main- 
tain its accustomed standard of livmg, we are right in stating that 
all excess income could be saved, that is, converted into produc- 
ers’ goods, such as factories, railroads, and so on, if the saving 
motive were sufficiently stimulated. This, however, is different 
from saying that all income above that necessary to maintain a 
given standard of living will be saved; for the extent to which 
saving Avill be practiced depends on a variety of factors. Never- 
theless, one would expect to find the largest amounts of capital 
accumulated by those nations whose income is large, either be- 
cause their productive machinery is highly developed, or because 
they are rich in natural resources. Thus, Great Britain, a nation 
coming in this category, has for years been one of the most im- 
portant creditor nations of the world. Today, she is using her 
foreign investments to purchase the means of national survival. 
The United States is today perhaps the wealthiest of all nations, 
both absolutely and in proportion to population. Rich in natu- 
ral resources and endowed with the spirit of progressiveness, this 
country has experienced a remarkable industrial growth, and has 
found it easy to accumulate large amounts of capital because of 
its rapidly increasing income. Other nations, less favorably situ- 
ated in respect 'to productive power, or lacking in initiative and 
organizing ability, or handicapped by social, political, or religious 
customs, are unable to produce much more than enough to sup- 
ply the pressing needs of the moment. Obviously, such nations 
can save but little, if anything, and frequently such savings as 
are eked out are hoarded rather than invested in the modern 
sense of the word. This condition is particularly true in a coun- 
try like India. 

Savings dependent on established order. Saving, especially 
for purposes of investment, is likewise dependent on the presence 
of an established order, as well as on constitutional safeguards 
which protect contractual and property rights. The investment 
of funds almost invariably implies a long-time contract between 
creditor and borrower. Present goods, or wealth, is usually in- 
trusted by the investor to entrepreneurs, who employ it in the 
erection of factories, railroads, buildings, or other forms of capital 
instruments. For the use of such funds the borrower agrees to 
pay back to the lender not only the funds originally borrowed but 
additional amounts in the form of interest. In other cases, the 
investor associates with others in a cooperative undertaking 
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whereby he becomes a shareholder in a corporation or a member 
of a partnership. It is at once obvious that, as a lender, he must 
be adequately protected in his rights to enforce the payment of 
interest and principal according to the contract, at least up to 
the resources of the borrower; whereas in the second ease, the 
rights and equities of the various classes of shareholders or own- 
ers in the enterprise must be safeguarded. 

In countries where common law and the legal mechanism are 
poorly developed, the uncertainty surrounding borrowing and 
lending operations discourages saving and investing. The same 
may be said of those countries where the government’s attitude 
toward private ownership of capital goods is hostile. 

The economic order prevailing in this country, in which a large 
proportion of the nation’s wealth is privately owned, is sometimes 
labeled the “capitalistic order,” and often has been denounced 
as undesirabk. Generally, proposed reforms have incorporated 
some form of public ownership of capital goods. Under such a 
system public saving is virtually substituted for private saving. 
Various social experiments involving the principle of public 
ownership of capital goods have been tried, but one of their 
fundaniental weaknesses is the inevitable tendency to discourage 
all saving, and, hence, all capital accumulation. Investing in 
such a community, were it successfully operated, would become 
a public, not a private, problem. 

Necessity for stabilized system of currency. Quite as impor- 
tant as the presence of an established order in its relation to 
savings is the existence of an established medium of exchange. 
The current medium of exchange is a measure of i values, a de- 
nominator to which the relative values of all commodities are 
compared. Accordingly all contracts of sale, as well as contracts 
involving the investment of funds, are in terms of the established 
currency. Where this is subject to wide fluctuations, it is nat- 
ural that the people should refuse to loan present funds, in terms 
of currency, in return for a promise to pay back the principal of 
the loan at a future date with interest. The value of the re- 
turned currency in terms of goods may be considerably less than 
at the time the loan was originally made. Thus, in Germany, 
during the years 1922, 1923, and 1924, it was more advantageous 
for the wage-earner to spend his current wages before they de- 
preciated in value than_ to attempt to save them. Likewise, 
those who had funds to invest sought to employ them in coun- 
tries M'-here conditions were more stable rather than suffer com- 
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plete loss through further depreciation in the value of the mark. 
A similar condition existed in PrancCj in 1925. The liability of 
a complete collapse of the franc tended to drive capital from 
that country to other countries where investment was safer. 

The period 1929 to 1933 gives further evidence of the neces- 
sity for stabilized currency as a first essential to any economic 
system involving free exchange of goods. During this period, 
there was an appreciation in the purchasing power of the dollar 
approximating 56 per cent as at January 1, 1933. Constantly 
declining commodity prices with a curtailment in industrial 
activity placed severe hardships on debtors and caused a loss in 
confidence on the part of creditors except in respect to the 
highest-grade bonds. 

Shortly after March 4, 1933, new schemes for meeting the crit- 
ical economic situation, involving possible devaluation of the 
dollar, additions to our monetary supply, and large government 
borrowings for the purpose of meeting extraordinary expenses, 
were put forth by the Administration.'^ 

An immediate effect of this legislation was a great increase 
in the purchase of common stocks, with a resultant rise in the 
Dow-Jones Industrials from a low point of 60.16 in February 
to 89.10 on June 1, 1933. This same period was marked by an 
almost complete absence of new bond financing. Regardless of 
the failure of high-grade bond prices to drop during this period, 
many private investors were reluctant to make further commit- 
ments in high-grade bonds until stability in our currency system 
again was evident. 

Financial institutions aid savings. The existence of a well- 
developed financial, system is another factor in stimulating 
savings. The growth of such institutions as the savings bank, 
the investment banker, insurance companies, and building and 
loan associations has facilitated the saving process in that they 
make it easy for the man with a small sum of accumulated cap- 
ital to employ this in the development of large enterprises in 
cooperation with other small investors. The savings bank, for 
example, receives deposits as small as one dollar,, In this way 
large aggregate sums are accumulated from many savers, each 
of whose deposits may, on the average, represent amounts so 
small that they could never be employed satisfactorily if held 
by the individual depositors, even granting that the average 

‘See ‘Warren, G. F., and Pearson, F, A., Prices (New York: John "Wiley & Sons, 
1933), for a discnssion of eurrcnoy devalnation and its relation to prices. 
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man could make his investments wisely, which is not often the 
case. On the other hand, it is the business of the officers of the 
bank properly to invest these aggregate sums. Insurance com- 
panies operate on a somewhat similar principle. The premiums 
paid to the insurance company by the policyholder are suppos- 
edly based on his life expectancy. Should he live just his ex- 
pected life, the premiums paid, plus accumulated interest there- 
on, would equal the face value of his policy. It is necessary, 
therefore, for the insurance company to invest its premiums 
from year to year at a sufficient rate of interest to bring the 
entire value of the payments of any policyholder up to the face 
value of his policy at the time he is expected to die. Whereas 
some of its policyholders will have a shorter life than their 
actuarial, or expected, life, others will live longer, so that the 
company, dealing with large averages, can compute accurately 
the premiums which it must charge for various classes of risks, 
in order to meet all claims. The accumulated premiums, which 
are one of the sources of the reserves of the insurance company, 
must, however, be invested at all times. The result of this 
process is that the holder of the insurance policy builds up an 
equity behind his policy which about equals his actual payments. 
It so happens that the interest he would have received thereon 
had he invested these funds himself about pays for the protec- 
tion that he receives.® It is for this reason that a man who has 
a life insurance policy is compelled to save. His premiums, how- 
ever, go to swell the aggregate funds which the insurance com- 
pany has at its disposal for investment purposes. We are, 
therefore, correct when we say that the development of insurance 
companies encourages capital accumulation.® 

The investment banker serves to stimulate saving in somewhat 
the same way as does the savings bank. He furnishes large 
units of capital by purchasing from corporations large blocks 
of securities, sometimes whole issues. These he retails to the 
small investor to whom, perhaps, he will sell only one $500 bond, 

'It is true also, that many of the mutual companies pay dividends to their 
policyholders, which represent the amounts accumulated over and above death 
claims which result from conservative actuarial practices, or which result from 
earning more than the assumed rate of interest on their investments. 

* All forms of insurance result in some capital accumulation, even though losses 
equal premium paynients. Successful companies are compelled, by the nature of 
their business, to build up satisfactory reserves, which are always carried in the 
form of investments. 
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although bonds are usually issued in $1,000 denominations.' 
This process is sometimes carried further by means of install- 
ment sales. The investment house sells a bond to a man who 
pays as little as $100 down and agrees to pay for the balance 
over a period of months. In this way a systeniatic plan of 
saving is forced on the purchaser. The tsrpical investment 
banker does more than improve the mechanics of investing by 
the mere financing of issues en bloc and then retailing small 
units of stocks and bonds to the public. Since the turn of the 
century, and particularly during the decade 1920-1930, he was 
responsible for creating intensive selling effort in the security 
markets. During the prosperous 1920’s some important invest- 
ment houses used bond salesmen who practically made a “house- 
to-house” canvass among all classes in the community. School 
teachers, doctors, artisans, mechanics — anyone with as little as 
$500 or $1,000 to invest — ^were considered prospects. Add to this 
the enormous selling effort put forth in advertising and direct- 
mail selling, and one gets a fair picture of the impetus given by 
the investment banker to. saving and investing. In so far as 
the banker offers good securities, to that extent is he performing 
an economic service. For those houses which canvass the small 
investor, however, selling costs are high, and a large margin of 
profit is required. As a result, such houses sometimes offer 
securities of doubtful value. In such cases, their selling efforts 
must be considered as contributing but little good, if not positive 
harm, to our social well-being. 

Effect of corporate form of organization on capital accumu- 
lation. The development of the corporate form of business or- 
ganization has al^ played a very important part in stimulating 
savings. The three distinguishing characteristics of the cor- 
poration may be summarized as follows: (1) its shareholders 
enjoy limited liability; (2) commonly, its life is perpetual; and 
(3) ownership or investment therein is represented by divisible 
shares or by bonds. Each of these characteristics has been influ- 
ential in encouraging investment and the growth of large-scale 
undertakings. 

^ Under the partnership each partner is liable for the debts 
of the partnership without any limit beyond his own ability to 
pay. It is out of the question, therefore, to expect that a large 
group of partners could ever be found for a specific under- 

Sometimes bonds are issued in denominations as low as f 100. 
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taking requiring a big investment, as the building of a railroad. 
Too much would depend on the financial ability and integrity 
of the other partners. Furthermore, partnerships are formed 
for a definite period, and, in any event, they terminate on the 
death of any one of the partners. Finally, the disposition or 
transfer of one’s interest in a partnership is difficult and cum- 
bersome from a legal standpoint. In a corporation, on the other 
hand, ownership is represented by shares of stock, title to which 
may be transferred by indorsement. Bonds, which are evidences 
of debt, may be payable to bearer, in which case ownership fol- 
lows the bond itself. It is not difficult to see where such a form 
of business organization has greatly encouraged private saving 
and investment by opening to the individual a wide range of 
opportunities for the commitment of funds. Some idea of the 
importance of the corporation as a factor in our industrial devel- 
opment may be had by reference to statistics of the United 
States census on the character of ownership of manufacturing 
enterprises in this country. 


CHARACTER OP OWNERSHIP OF MANUFACTURING CONCERNS 
IN UNITED STATES* 


. ^Establishments . 

Individuals Corporations All Others 

1904 113,946 51,097 51,137 

1909 140,605 69,501 68,386 

1914 142,436 78,162 65,203 

1919 138,112 91,517 60,476 

1929 ' t 101,816 109,144 


^Yalub of PKODtrcTs IN Thousands 

Individuals % Corporations % All Others 


1904 * 1 , 702,830 11.5 $ 10 , 904,069 73.7 $ 2 , 187 , 002 , 14.8 

1909 2 , 042,061 9.9 16 , 341,116 79.0 2 , 288,873 11,1 

1914 1 , 925,618 7.9 20 , 183,147 83.2 2 , 137,769 8.8 

1919 3 , 536,321 6.7 54 , 744,392 87.7 4 , 137,364 6.6 

1929 t ... 64 , 900,648 92.1 5 , 534,147 7.9 


1904r-1919 are from Abatraat o/ the Cmms of Manufactures, 1919, p. 340; for 
1929, Fifteenth Cemus of the United States, 1930, Manufactures, 1929, Vol. I, p. 95, Table 2, See 
Gufchmann, H. G. and DougaU, H. K, Corporate Financial Policy (New York: Prentloe-Hnll. Inc 
1940), p. 10 et seq. ’ 

t In 1929 all unincorporated manufacturers were dasaed as "All Others " ‘ i 


It is not the actual growth in the number of corporations that 
interests one here, but the increase in the percentage of total 
value of products attributable to the corporate form of organi- 
zation and the growth in the average size of corporations as 
indicated by the average output in dollars per establishment. 

Tfius, in ,1904, 73.7 per cent of all manufactured products was 
turned out by corporations, whereas, in 1929, 92.1 per cent of 
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total output was manufactured under corporate form of owner- 
ship. To emphasize further our statement that the corporate 
form of organization has facilitated large-scale operations, let 
us consider briefly the increase in the average size of the corpo- 
rate enterprise in terms of output as contrasted with the increase 
in the average size of the partnership in terms of output : 

AVERAGE OUTPUT PER ESTABLISHMENT* 



IndividiMlly Oumed 

Corpomio 

1909 

14,523 

235,121 

1914 

13,518 

258,225 

1919 

26,605 

598,188 

1929 

Not reported 

637,437 

" Sources indicated ii 

a note to preceding tabic. 



This is conclusive evidence that the large-scale undertakings 
in this country have been conducted almost entirely under the 
corporate form of business organization. One might carry this 
argument one step farther and advance the theory that the in- 
vestment problem as now recognized has been created almost 
entirely by extension in the use of the corporation as a form of 
business enterprise. 

Thrift and savings. The habits of a nation in respect to 
thrift have a very direct bearing on the rate at which it can 
accumulate capital. No better proof of this statement can be 
found than our. experience during the Great War. ^ Soon after 
August, 1914, a growing conviction was found among economists 
and, bankers that interest rates would thereafter increase rap- 
idly. This reasoning was based on the assumption that the 
saving habits of this nation were established and that a substan- 
tial change would inevitably take place in the demand for cap- 
ital. European nations would be required not only to stop all 
investing in the American markets but to borrow here. In fact, 
Europe did actually succeed in drawing between five and six 
billions of capital from this country during 1915 and 1916, either 
by the resale of United States securities in our markets here or 
by the flotation of government loans in this country. And, 
strangely enough, this was all done without any substantial in- 
crease in interest rates. The obvious explanation of this situa- 
tion is found in the rapid growth in the rate of savings that took 
place during these years. 

But what took place during these years is relatively insignifi- 
cant when one considers the ease wuth which from three to four 
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times this amount was raised subsequent to our own entry into 
the war. Persistent and effective appeals were addressed to the 
American people to adopt a policy of saving. As a result, per- 
sonal consumption was curtailed and funds were accumulated 
for the purchase of Liberty bonds. 

There are many interesting observations that might be made 
in respect to these facts. Prom our standpoint, their main sig- 
nificance is simply this: the investor must at all times be familiar 
with fundamental changes in the economic habits of people. 
The selection of proper commitments is a detailed task; but the 
adoption of proper policies, which will enable him to make the 
most of such factors as wide swings in interest rates, changes 
in the direction of people’s tastes and habits, and changes in the 
price level, requires a broad vision and a wide study of the inter- 
relations between diverse economic forces. 

Principal sources of saving. The principal sources of new 
capital in this country may be said to fall under three main 
headings: individual savings; corporate savings, that is, the 
surplus accumulation of private corporations operating for gain; 
and finally, contributions made by banking or financial institu- 
tions, such as savings banks, commercial banks, insurance com- 
panies, building and loan associations, and investment trusts. 
Although this list is not complete, it probably accounts for by 
far the greater proportion of savings in this country. An at- 
tempt to indicate the amount of saving coming from each group 
is difficult, for a certain amount of overlapping is inevitable. 
The bulk of the funds held by the third group are made up of 
the savings of individuals which they as “financial middlemen” 
are charged with investing. In addition, these institutions may, 
like the private, non-financial corporations which make up the 
second group, contribute to the national savings fund by surplus 
accumulations. Although ^ye shall examine estimates of the 
total of all savings in the United States, and the apparent sav- 
ings from important groups of institutions, the preceding diffi- 
culties and inaccuracies should be borne constantly in mind. 

National income and savings. There is unquestionably a 
very close relationship, under normal conditions, between the 
size of a nation’s income and the rate at which it accumulates 
capital. In fact, it is desirable, when discussing the total savings 
of a nation, to consider at the same time its income. ' •' 

One of the first intensive studies of our national income and 
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the amount of annual savings was the study made by Willford I 
King. The table shown below^ according to Dr. King^ shows th( 
total national income and the income saved from 1909 to 1918, 
inclusive:” 


TABLE SHOWING NATIONAL INCOME AND SAVINGS IN 
UNITED STATES: 1009-1918 
(Millions of DoUars) 



Total 

Total Na- 

Total Na- 

Total 


National 

tiorud Income Uonal Savings 

National 


Income 

Measured 

Measmed 

Income. 


Measured in 

in Dollars of 

in DoUars of 

Saved in 

Year 

1913 Dollars 

a Given Year 

a Given Year 

1913 Dollars 

1909 .... 

. . 30,608 

29,269 

5,001 

6,231 

1910 . . . 

32,176 

31,471 

5,387 

5,509 

1911 . . 

31,397 

30,904 

4,221 

. 4,289 

1912 


33,807 

5,272 

5,298 

1913 

35,436 

35,436 

4,879 

4,880 

1914 

33,067 

33,401 

4,183 

4,140 

1915. . 

35,150 

35,920 

7,542 

7,381 

1916 

41,669, 

46,861 

12,547 

11,401 

1917 . .' . 

42,377 

54,664 

9,237 

7,162 

1918 

38,830 

69,930 

-1,844 

-1,196 

Total 

, . . 354,696 

390,663 

66,426 

54,095 


If we assume that the estimate of annual income saved as 
computed by Dr. King is correct, it appears that the capital 
accumulation of the people of the United States amounted, on 
the average, to about $5,400,000,000 annually during the period 
studied, based on 1913 dollars; that is, if measured in dollars with 
the 1913 purchasing power. Estimates of annual income for 
the years 1919 to 1928 show an upward trend.® In 1925, a fairly 
normal year, the annual savings of th'e country, in current 
dollars, were estimated at $10,000,000,000.^" 

With the onset of depression in the early 1930’s, total savings 

“ King, Willford I., “The Net Volume of Saving in the U. S.,” American Statisti- 
cal Journal, Vol. 18, New Series 149; Vol. 18, p. 467. The figures given here for 
national income are a later revision of similar studies made by the National Bu- 
reau of Economic Research (see Vol. 1 of Income in the United States). Eor a 
much higher estimate see Eriday, David, “Wealth, Income, and Savings,” Annals 
oj the American Academy of Political and Social Science, January, 1920, pp. 34r-43. 

“ King, Willford I., The National Income and Its Purchasing Power (New York : 
National Bureau of Economic Research, 1930), p. 77. Estimated national income 
in 1913 dollars: 1919, $38,017,000,000; 1923, $45,164,000,000; 1928, $54,022,00(1,000. 

“Copeland, Morris A,, in Recent Economic Changes (New York; National 
Bureau of Economic Research, 1929), Vol. II, Chapter XII, p. 759, estimates that, 
in 1925, one sixth of total income ($82,000,000,000) was “saved" . . . that is, there 
were savings of $13,000,000,000. 
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disappeared and the balance became a negative one.“ Individ- 
uals drew on accumulated funds and corporations paid out divi- 
’ dends in excess of current earnhigs. The decade as a whole was 
in marked contrast to the 1920’s. 

Savings are not characteristically hoarded but result in goods, 
services, labor, materials, and managing ability which are di- 
verted from the production of goods for immediate consumption 
to the creation of railroads, machines, factories, public utility 
plants, and similar durable goods so that there is an aggregate 
increase in productive machinery. It is distinctly an investment 
problem to determine the channels into which this annual 
accumulation shall be poured. Shall extensions be made to auto- 
mobile factories, shall more cotton mills be erected, shall more 
steamships be built, and so on? We have spoken of this as a 
“problem.” It is, both from a social and an individual stand- 
point. It will be well for the student, at an early stage in his 
approach to the subject, to grasp the importance of first deter- 
mining the lines of activity that offer the most secure oppor- 
tunities for the employment of additional capital.^^ For ex- 
ample, the stocks of cotton and woolen textile mills have, since 
1924, been held in ill repute. Nor does the mdustry hold out any 
very large attractions for the future.^® This situation may be 
compared with that in the electric light and power industry, 
where room for expansion still exists. Therefore, in so far as the 

“Pertinent data may be found in (1) Goldsmith, R. W., and Solant, W., The 
Volume and Components oj Saving in the United States, 198S-19S7 (New York; 
National Bureau of Economic Research, 1939) ; (2) Gainsbrugh, Martin R,, Total 
Individual Savings, Liquid and Investment, 1900-1939 (New York: National In- 
dustrial Conference Board, 1940); (3) Kuzneta, Simon, Commodity Flow and 
Capital Formation, Vol. I (New York: National Bureau of Economic Research, 
1938). 

“In fact, a brief survey may easily be made of typical lines of industiy. 
One may do this by listing the five leading individual concerns in the lines or 
industries selected and plotting their aggregate profits for the past ten years. One 
may follow this with a more detailed study of the industry itself. In such an 
analysis the student will do well to consider tho organization within the industry, 

' the character of plant required, how fai- large-scale production can be carried 
advantageously, to what extent business failures have occurred in the industry 
during the past ten years, what the public demand is for the product, whpther the 
■industry supplies a necessity or a luxury, and so on. A series of excellent studies 
of industries is found in Eraser, C. E., and Doriot, G. F., Analyzing Our Industries 
(New York: MoGraw-Bfill Book Co., 1932). Having made such a study, one is 
in a position to avoid certain classes of securities entirely and to take advantage 
of those which oSer the greatest opportunities. 1 

“For complete current statistics on cotton textiles, see the yearbooks of the 
National Association of Cotton Manufacturer. ' 
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proper selection of industries for investment purposes is con- 
cerned, the savings of the country will represent extensions in the 
productive equipment of those industries whose products are 
most sought by the consuming public. 

Changes in distribution of wealth and savings. The savings 
of the American people, as we have seen, represent accumulated 
wealth. The total wealth of the United States in 1937 has been 
estimated at 1315,800,000,000. This total included real property 
with its improvements at $166,200,000,000, so that a substantial 
fraction would be land rather than capital in the economic sense 
as defined here.^'^ Fundamental changes, however, have taken 
place in the distribution or ownership of this wealth. Going 
back to about 1900, one finds a distinct concentration in the hands 
of a very small part of the population. It has been estimated 
that at that time four fifths of the population owned but 10 per 
cent of the national wealth ; 18 per cent of the population, com- 
prising the upper middle class, owned one third; and 2 per cent, 
comprising the wealthy class, possessed nearly three fifths of the 
totaU“ It would be a logical inference that savings follow wealth 
and that a very small percentage of our population in 1900 was 
responsible for the total savings of the country in that year. 

Within more recent years, however, there appears to have been 
a distinct tendency toward a wider distribution of our national 
wealth. Indications of this tendency are found in the increased 
number of people in the United States owning various kinds of 
property, as shown in the following table: 

GROWTH OF PROPERTY OWNERSHIP IN THE U. S.: 


1900-1930* 

(Thousands) 

Building Life Insur- 

Home & Loan Securiiy Samngs once Policy 
Year Ovmers Shareholders Owners Depositors Owners 

1900 7,254 1,495 4,400 5,370 7,726 

1905 8,169 1,687 5,700 6,464 12,182 

1910 9,084 2,217 7,400 9,005 16,159 

1916 9,975 3,335 8,000 16,125 23,163 

1920 10,867 5,027 12,000 22,415 36,032 

1925 12,435 9,887 16,000 43,850 52,798 

1930 14,002 12,337 22,000 52,729 66,668 


* Dofttie, R. R., “Summary of the Evidenoo on the National Wealth and Its Increasing Diffusion/’ 
Annal%8i, Vol. 46, p 116 (July 26, 1936). 

The Economic Almanac for 1940 (New York: National Industrial Conference 
Board, 1940), p. 296. For other data on wealth, see pages 10-11 above. 

“King, Willford I., Wealth and Income of the People of the United States (New 
York; The Macmillan Co., 1915), pp. 80-82. 
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Some corroborative evidence along these lines is also found in 
the decreasing amounts of total income received by the wealthy 
classes. It is estimated that in 1913, the highest 5 per cent of 
income receivers accounted for 33 per cent of the total national 
incomed® while in the years 1923-1926, the same amount of 
income was distributed among the upper 10 per cent of income 
reeeivers.^’^ 

If we were to generalize on the basis of the preceding facts, we 
should conclude that the contribution to annual savings made by 
that part of the public regarded as the middle class is becoming 
of increasing importance. This fact has already been recognized 
in a practical way by investment bankers who have increased 
their sales efforts among this group of investors, and who have 
helped to devise investment trusts in order to provide diversifica- 
tion for the small investor.^’* Those financial institutions which 
provide the small investor with investment diversification and 
management have grown remarkably in recent years. The in- 
vestor of moderate means is likely to continue an important con- 
tributor to the capital fund. 

One may also draw the conclusion that the so-called “thrift 
movement,” popularized during World War I and developed since 
that time, is resulting today in a substantial addition to the 
supply of capital in this country and may be one of the more 
important factors that are responsible for lower interest rates. 

Corporate savings. Another important source of savings on 
which some statistical information is available is the annual net 
earnings of domestic corporations and other forms of business 
organization, which are not declared as dividends, but which are 
carried to surplus. It is the customary practice of American 
corporations to set aside a certain portion of annual earnings to 
provide for expansion. That the amount so saved is large in 
prosperous years is indicated by the following table, which also 
shows savings by unincorporated concerns: 

^'‘Income in the United States, National Bureau of Economic Research, 1921, 
Vol. 1. 

“Copeland, Morris A., Recent Economic Changes (New York; National Bu- 
reau of Economic Research, 1929), Vol. H, Chapter XII, p. 836. A substantially 
similar figure (34.6%), based upon the researches of King, Doane, and Von 
Szeliski, is presented as the estimate of income of the richest 10 per cent of the 
iaoome receivers in 1929 (Cleveland Trust Company Bnlletin, September 15, 

“Chapter 21 deals with the present development of investment i rusts in i.his 
countiy. 

“For other figures, see Fabricant, S., Recent Corporate Profits^ in the United 
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BUSINESS SAVINGS IN THE UNITED STATES: 1919-1938“ 
(Millions of Dollai's) 


Year 

Net 

Marnmgs 

Dividends and 
Entreprmeurial 
Withdrawals 

Total 

Savings 

Savings by 
Corporations 

Savings by 
Unincorporated 
Enterprises 

1919 

22,981 

18,087 

4,894 

3,496 

1,399 

1920. 

19,386 

16,356 

3,029 

1,534 

1,495 

1921 . 

10,357 

13,472 

- 3,115 

-2,782 

- 334 

1922. . 

14,768 

' 12,763 

1,995 

1,747 

249 

1923. 

. . . 17,835 

14,434 

3,401 

2,628 

1,576 

873 

1921. . 

. .. . 18,329 

15,571 

2,758 

1,183 

1925 

. .. 21,323 

16,837 

4,486 

2,957 

1,529 

192Ci . 

20,586 

17,012 

3,574 

2,336 

1,238 

1927. 

19,523 

17,296 

2,227 

1,118 

1,108 

1928, . 

.... 21,821 

18,043 

3,778 

2,479 

1,299 

1929. . 

22,353 

18,881- 

3,472 

2,320 

1,162 

1930. 

. . , 12,004 

16,908 

- 4,904 

-4,265 

- 648 

1931 . . 

2,793 

13,134 

-10,341 

-7,327 

-3,014 

1932. 

. .. - 1,681 

9,338 

-11,019 

-8,001 

-3,018 

1933 . . 

3,272 

9,120 

- 5,848 

-4,481 

-1,368 

1934. 

7,124 

. 10,623 

- 3,499 

-2,510 

- 989 

1935 . . 

10,320 

12,031 

- 1,711 

-1,253 

- 469 

1936 . 

. . . 13,733 

14,393 

- 660 

- 800 

139 

1937, . 

14,522 

15,426 

- 903 

- 960 

67 

1938 f. 

10,797 

. 13,315 

- 2,518 

-1,851 

- 666 


t Prohmiuary. 

* Osborne, Harlowe D , Uming!, %n the National Income. Conference Board Eeonomio Record, 
Vol. H, March 22, 1940. (New York: National Industrial Conference Board), p. 105. 


Because the table combines those corporations which reported 
deficits with those reporting a net income, the dividend distribu- 
tions need not have represented deficits for the particular com- 
panies which made such payments. However, the tendency to 
base dividends upon earnings of the preceding period does have 
the result ordinarily that dividends exceed current earnings in a 
period of falling profits.^® 


States, p. 10; National Bureau of Economic Research, Bulletins 60 and 56, Profits, 
Losses and Business Assets, 1929-1934, p. 7; Nathan, R. R., Income in the United 
States: 1929-1987 (Washington, D. C.: Dept, of Commerce, 1938), Tables 1, 3, 
4, pp. 17-19. See also Nerlove, S. H., A Decade of Corporate Incomes, 1920 to 
19S9 (Chicago: University of Chicago Press, 1932), Chapter X. This chapter also 
discusses the place of depreciation and depletion, as well as reinvested .surplus 
and new financing, as a source of new asset acquisitions. Estimates of corporate 
savings for earlier years back to 1909 may be found in IGng, Willford I., The 
National Income and Its Purchasing Power (New York: National Bureau of 
Economic Research, 1930), p, 280. 

The reader interested in economic analysis should note that these figures are 
ba.sed on statistics of income reported to the Internal Revenue Bureau, tl^at they 
are unadjusted for changes in the purchasing power of the dollar, and that they 
mcludfe capital gains and losses. 
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Significance of corporate savings to investor. To the student 
of investments these figures carry a somewhat wider significance 
than that of merely indicating the amount of savings accumu- 
lated in this way. The amount credited to the surplus account 
of a corporation in any given year is precisely the same as an 
equivalent investment in the corporation by the common stock- 
holder. Sooner or later this investment should come back to him 
in the form of an appreciation in the market value of his stock, or 
as a stock dividend. The current cash return on a share of stock, 
therefore, is a less important guide to its intrinsic worth than is 
its earning power.-^ The large surplus accumulations during the 
war years 1917-1918, and in 1919, were the basis for stock divi- 
dends during 1921 and 1922. Subsequent accumulations during 
the 1920’s, while less spectacular, were nevertheless relatively 
large. Even during the 1930’s many individual companies, par- 
ticularly in the industrial field, showed continued growth. It is 
for this reason that the stockholders of conservatively managed 
companies receive, at fairly regular intervals, “melons” in the 
form of stock dividends, stock split-ups, or subscription rights.^^ ^ 

Financial institutions and savings. A third source of capital 
funds which must be mentioned briefly comprises financial insti- 
tutions, such as banks, insurance companies, building and loan 
associations, and so forth. Some of the functions of these insti- 
tutions have already been discussed in part. We shall, howeyer, 
at this time, devote further attention to the relation of such 
institutions to the savings process. 

Let us consider first the commercial banks. These banks not 
only assemble capital from a number of individuals but also 
manufacture credit within certain limits. Cash, left on deposit, 
constitutes the basis for loans considerably in excess of the 
amount of cash, or reserves, held at any one time. The process 
of loaning in this way, however, presupposes borrowers who dis- 
count their notes with the bank and who receive therefor deposit 

^'■Income in the United States, National Bureau of Economic Research, 1922, 
Vol. II, p. 324. A study^ of the years 1910-1920, inclusive, indicated that the 
^average net earnings retained for surplus by American corporations were 38.3 
per cent, the range for individual years running from 22.1 per cent in 1914 to 
67.3 per cent in 1916. 

Dividends and earnings for leading cmporations are given in Alfred Cowles 
3rd and Associates, Common Stock Indexes, 1871-1937 (Bloomington, Ind.: Prin- 
cipia Press, 1938). A graphic presentation of these dividends and earnings is 
given in Econometnca, Vol. 8, p. 365 (October, 1940), 

“For further discussion of the significance of reinvested earning, s on common 
stock values see Chapter 13. * 
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credits or bank notes. The credit so advanced gives these bor- 
rowers purchasing power which may be used to buy capital goods. 
While in theory the commercial loan is supposed to be liquidated 
over a short period, it is nevertheless true that a relatively large 
amount of such credit is used constantly and so constitutes a part 
of supply of capital funds, whether used directly by a borrowing 
business or indirectly when it enables individuals to purchase 
stocks and bonds. W^e must, therefore, consider commercial 
banks in discussing the sources of capital in the country, fur- 
thermore, we find the banks themselves frequently utilizing their 
resources in purchasing certain bonds in the open market and 
carrying these for considerable periods of time. 

Some idea of the scale on which current operations of this 
nature are conducted by commercial banks of this country may 
be had from the following table: 


ASSETS AND LIABILITIES OF COMMERCIAL BANKS IN THE 
UNITED STATES: JUNE, 1939* 

All National State Private 

Commercial Banks Banka Banka 

Banks 

Number of Banks 14,636 5,203 9,269 64 

Aasefs • (Millions of Dollars) 

Loans and Discounts (including re- 
discounts and overdrafts) 16,424 8,553 7,800 71 

Investments 22,945 12,528 9,875 642 

Bank Premises', Furniture 1,134 607 625 2 

Other Real Estate 478 141 336 1 

Currency and Coin 932 527 400 6 

Balances with Other Banks 18,896 10,534 8,232 130 

Customers’ Liability on Acceptances 120 52 53 15 

Other Assets 

Totals 61,350 33,119 27,456 775 

Liahililies _ > 

Deposits 53,793 29,416 23,712 665 

Bills Payable and Rediscounts, ... 26 4 21 2 

S 5 » , * 

S !:S S S 

^ 

' ' TotJ. 

* Revort of Ihn CuniptroUer of the Currency, 1939, pp. 228, 243, 268. 
t Includes capital notes and debentures. 
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With $53,800,000,000 of deposits and $6,900,000,000 supplied 
by stockholders in the form of capital stock, surplus, and reserves, 
the commercial banks have made some $16,400,000,000 of loans 
and $22,900,000,000 of investments. However, the ability of the 
commercial banking system to make loans and create deposits on 
the basis of primary reserves and so to “manufacture” credit 
should be recognized m the study of such figures. In this way, 
funds that are not dependent on savings can be made available 
for business or government spending. 

Quite different in their relation to the accumulation of capital 
funds are savings banks, insurance companies, and building and 
loan associations. Such institutions have no power of expanding 
credit operations. As we have seen, they function rather as 
middlemen, collecting the savings of many individuals and in- 
vesting such funds in long-term securities — such as bonds and 
real estate loans, for the most part. Their importance, therefore, 
lies in their ability to mobilize a large number of small accounts 
into a sizable fund, and to direct the investment of such a fund. 
Insurance companies not only accumulate funds somewhat in 
this way, but also offer protection against certain risks. Their 
investment function, however, is similar to that performed by 
savings banks. 

The principal items in the consolidated statement of the sav- 
ings banks of the country are “loans and discounts” (chiefly first 
mortgage loans on real estate) and “investments” (chiefly bonds) 
on the asset side, and “individual deposits” on the liability side. 
The combined loans and discounts and investments of the 552 
mutual savings banks on June 30, 1939, amounted to $10,249,- 
000,000, while combined deposits were $10,438,000,000.^^ These 
figures indicate that between 10 and 11 billion dollars was 
assembled by these thrift institutions from small savers and 
invested for the most part in high-grade bonds and first mort- 
gages on real estate. 

As a factor in assembling savings, the life insurance companies 
of the country today exercise as great an influence as the savings 
banks. In fact, life insurance companies have, since the turn of 
the century, developed at a remarkable rate, total assets having 
increased from $1,742,414,000 in 1900 to $23,216,000,000 in 
1935.^‘ Partly on account of .stricter supervision and partly on 

-^Report of the Comptroller of Currency, 1939, p. 238. 

-‘Statistical Abstract of the United States, 1939, p. 294. 
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account of wider participation, the character of life insurance 
investments showed a distinct change during this period. 

ASSETS AND INVESTMENTS OF LIFE INSURANCE COMPANIES 



IN THE UNITED STATES’ 
(Millions of Dollars) 





1900 

1910 

19m 

19H5 

mo 

1935 

Total Assets 

. . 1,742 

3,876 

7,320 

11,538 

18,880 

23,216 

Real Estate Mortgages. 

501 

1,227 

2,175 

4,799 

7,578 

5,340 

Real Estate 

. . 158 

173 

172 

266 

548 

1,986 

Stocks 'Owned 

795 

130 

61 

81 

466 

631 

Bonds Owned 

. . 7 

1,660 

3,589 

4,331 

6,362 

9,965 

Premium Notes and Loans 89 

* Statistical Abstract 0 / the Vmted Slates, 19 

495 

39, p. 294. 

859 

1,446 

2,807’ 

3,640 


In 1900, real estate mortgages and bonds constituted less than 
30 per cent of total assets, while stocks made up about 45 per cent 
of total assets. In 1935, however, real estate mortgages and 
bonds comprised 60 per cent of total assets, while stocks owned 
amounted to less than 3 per cent.^® 

Although differing from savings banks in the detail of their 
operations, building and loan associations also accept savings 
from individuals and lend on first mortgages. According to the 
usual plan under which these associations operate, the borrower 
makes regular monthly payments, which cover interest and loan 
repayment, so that if the program is completed the mortgage is 
entirely repaid without any renewals during the life of the debt. 
Investors may purchase either installment or paid-up shares. 
In the former case, the shareholder opens an account with the 
association and makes an initial payment and regular monthly 
payments thereafter. In an association which paid three per 
cent dividends per annum on the accumulated credit balance, a 
purchaser of ten shares of $100 par value depositing $5 a month 
would receive $1000 at the end of 13 years and 7 months. 
Paid-up shares may be purchased by payment of the full 
par value and receive cash dividends. The funds which 
these associations have a,t their disposal are almost entirely in- 
vested in real estate mortgage loans. They have experienced a 
rapid growth in the United States during recent years — ^until 
interrupted by the depression of the 1930’s. In 1930, member- 
ship and assets reached a peak, membership aggregating 12,336,- 
754 persons and assets amounting to $8,824,119,000, distributed 

“'For a statement of the reasons for this investment policy, see page 104, 
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among 11,767 associations. By 1938, membership had fallen to 
6,810,481 persons and assets to $5,621,126,000.®“ 

Other sources of savings. There are many other sources of 
capital accumulation less susceptible of accurate statistical meas- 
urement. Probably there is a substantial reinvestment of income 
each year on the farms of this country. Such portion of current 
income as is not used by the owner of a farm is available for 
investment, and it is a reasonable assumption that a proportion 
of such excess income is actually invested by the farm owner in 
his own enterprise. Thd annual savings which are reflected in 
home dwellings are not easily measured, but they represent a 
form of capital accumulation. It is, of course, inaccurate, when 
considering accretions to the value of farm property and urban 
real estate, to include appreciation in land values, other than in 
the form of actual improvements. A mere appreciation in land 
value is in the nature of an unearned increment. Prom the indi- 
vidual’s point of view it is added wealth, but from a social stand- 
point there has been no creation of new goods. 

Our discussion might be extended to include the savings of 
fraternal orders and other forms of cooperative insurance, re- 
ligious and charitable organizations, and educational and en- 
dowed institutions. No doubt, the aggregate savings from such 
sources are large, and, to a certain extent, represent accumulation 
quite apart from that of individuals. This is true to the extent 
that the return on endowment funds is not entirely spent in 
current operations. Complete and reliable information, h6w- 
ever, is lacking as to what the total from such sources is. 

Summary. The primary sources of saving are individuals, 
corporations, and endowed institutions, although commercial 
banks may be said to create a distinct fund of capital through 
current operations. Insurance companies, savings banks, build- 
ing and loan associations, and other similar agencies, while creat- 
ing capital through accumulation of reserves, act essentially as 
media through which individual savings are collected, and, as 
such, cannot be said to contribute directly to the supply of capital 
of the country. 

’“Statistical Abstract of the United States, 1939, p. 269. 
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Productivity of capitalistic processes and demand for capital. 
The demand for capital comes largely from individuals and 
corporations engaged in business undertakings, and from govern- 
ments. It is true that loans for consumption purposes figure in 
the total demand for capital, but the aggregate of such loans is 
relatively small. In any event, we are concerned primarily with 
such capital requirements as find expression in the security 
markets of the world, and these are based almost entirely on the 
borrowing operations of governments, or of individuals or corpo- 
rations, which expect to use productively the capital they secure. 

The normal, or business, demand for capital arises primarily 
because indirect methods of production are more productive than 
direct. Command over capital, however, is necessary in order to 
utilize and extend such methods of production. It is this essen- 
tial fact that gives rise to the normal demand for capital, and it 
is the extent to which profitable uses can be made of capital that 
determines the intensity of this demand at any given time, and, 
hence, the rate of interest or price that can be offered for capital. 

Factors affecting demand for capital: changes in population 
and inventions. A statistical measurement of the total demand 
for capital at any given time would be exceedingly difi&cult, al- 
though it is possible to indicate fundamental changes in eco- 
nomic environment which may act to stimulate or to depress 
this demand. For instance, a normal growth in population will, 
per se, give rise to a greater demand for capital funds ; but at the 
same time total savings normally increase, so that it is quite 
possible for interest rates to remain constant at the same time 

35 
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that population grows. In fact, capital may be, and usually is, in 
progressive countries, accumulated at a rate more rapid than that 
shown for the growth of population. This occurs because pro- 
gressive nations, through the extension of capitalistic methods of 
production, increase output, and, henee, total income, at a rate 
that permits larger and larger per capita savings. Under such 
conditions the rate of interest would tend to fall were it not for 
advances in the arts and sciences, which call for capital invest- 
ments on a growing scale, in order to turn out an ever-increasing 
■variety of goods and services for the consumer. 

Growth of new industries: the motor industry. Somewhat 
analogous to developments in the arts and sciences in its effect on 
the demand for capital is the growth of new industries. This is, 
indeed, an everyday phenomenon frequently overlooked, yet each 
new industry that comes into existence creates wider opportuni- 
ties for the effective use of capital and thus contributes to the 
total demand therefor. A few selected cases will suffice to 
illustrate this point. The motor industry may be considered as 
a product of the present century. In 1899 the census reports a 
capital investment therein of only $5,769,000. In 1909, however, 
the figure for invested capital stood at $173,837,000; in 1919, 
$1,780,949,000.^ The effect of so rapid a development, with its 
accompanying demands for capital, would tend to maintain or to 
increase interest rates.^ 

The total capital requirements for all manufacturing enter- 
prises of the country have not increased at the same rapid rate as 
that shown for special industries, such as the automobile industry, 
yet the capital employed in manufacturing in this country in- 
creased fivefold from 1899 to 1919. The actual capital employed 
for selected years during this period is shown in the following 
table : 


’The Census Bureau discontinued the collection of statistics on capital in- 
vested in manufactures after the 1919 census. The census figures shown above 
include investment in the manufacture of bodies and parts as well as automobiles. 
The National Automobile Chamber of Commerce (Facts and Figures of the 
Axitomohile Industry, 1931, p. 85) estimates the capital invested in the industry, 
exclusive of bodies and parts, at $1,015,443,338, in 1919, and $1,880,808,233, in 1930, 
“Note, however, that a suecesaful industry of this type would tend to earn a 
high rate of return, which, if utilized to finance the expansion of assets rather 
than to pay dividends, would result in no demands being made upon the ordinary 
capital markets. The Pord Motor Company illustrates this point. Such financ- 
ing depends upon whether or not the rate of retained profits is as high as the 
rate of e.xpansion of capital goods. 
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CAPITAL EMPLOYED IN MANUFACTURES* 


(000 omitted) 

1899 . . ... 

1904 

1909 ... . ... 

1914, . . 

1919 


'rtZ Abutract of the United Si 


Amount 

$8,975,256 

12,676,581 

18,428,270 

22,790,980 

44,466,594 


Comparable figures are lacking for subsequent years, but the 
following data, compiled from the Treasury Department’s Sta- 
tistics of Income by Moody’s Investors Service, would indicate a 
capital accumulation, at book value, of approximately 192,000,- 
000,000 in 1930: 

, COMBINED CAPITAL STRUCTURES OF 

INDUSTRIAL CORPORATIONS IN THE 
UNITED STATES, 1936* 

(Millions of Dollars) 


Bonded Debt and Mortgages 11,437 

Preferred Stock 7,807 

Common Stock 33,847 

Surplus ; 17,849 

Total ‘70,940 


* Staiietical Abslraot of the United States, 1939, pp, 198-199. 

Includes Manufacturing, Mining, Construction, Trade, Service 

Public Utility industry. The public utility industry, particu- 
larly the electric light and power division, has undergone phe- 
nomenal growth until very recently and made heavy demands for 
capital funds. The census figures in the following table portray 
vividly the rapid increases in the value of plant and equipment: ^ 
VALUE OF UTILITY PLANT AND EQUIPMENT; 1902-1937 
(Millions of Dollars) 


Blectric Light Electric 

Year and Power Railways Teteplumes Telegraphs Total 

1937 12,638 — 6,000 507 — 

1932 12,664 4,268 4,735 606 22,173 

1927 9,297 4,297 3,475 427 17,496 

1922 4,465 5,447 2,130 327 12,368 

1917 3,060 5,532 1,436 243 10,272 

1912 2,170 4,715 1,081 222 8,194 

1907 T,097 3,779 820 210 6,906 

1902 505 2,308 389 162 , 3,364 


^Moody’s Manual oj Investments: Public Utility Securities (New York: 
Moody’s Investors Service, 1940), p. a3. See this source for qualifying comments 
on the table and for statistics on other aspects of growth. 
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During the decade of 1921-1930, the electric light and power 
industry issued securities approximating a billion dollars a year. 
The telephone industry also put out substantial issues. Since 
1930 expansion of plant and transmission lines in these two 
public services have been chiefly provided from sums made avail- 
able by depreciation allowances and the retention of earnings. 
The electric railways are no longer an important factor in the 
demand for capital, although their former importance in this 
respect is apparent. The capitalization of gas companies in- 
creased from $567,000,000 in 1899, to $916,000,000 in 1909, and 
$1,466,000,000 in 1919. Growth continued during the 1920’s, but 
at a much lower rate than was characteristic of the electrical 
industry.^ There has been little expansion of gas facilities since 
1930. 

Steam railroads. Our steam railroads have also been required 
to extend their facilities to keep pace with our rapid industrial 
growth and the spread of population westward. The rate of 
growth here is certainly less phenomenal than in some of tile 
newer industries, but the total capital requirements have prob- 
ably been the largest of any individual industry in this country. 
The total capitalization of all railroads reflects the growth of this 
industry. From a figure of $11,491,000,000 in 1900, the total 
mounted to $18,417,000,000 in 1910, to $21,891,000,000 in 1920, 
and to $24,331,000,000 in 1930. Since then, changes have been 
slight and chiefly the result of debt retirement and reorganization. 
The figure for stocks and bonds outstanding is somewhat lower 
than that for property investment, because of the use of surplus 
to build up the latter,® 

The essential point to be kept in mind at this time in regard to 
all these figures is that the increasing variety in human wants, 
industrial progress, inventions, and improvements in the arts and 
sciences all increase the demand for capital by making its use 
more profitable; in the words of the economist, “by increasing the ’ 
marginal productivity thereof.” We might perhaps make our 
point clearer if we were to state that, when the demand for the 
products of an industry increases sufficiently, when methods of 
production are devised which increase output or lower cost, or 

* The United States Census Bureau has discontinued the collection of capitali- 
zation figures for gas companies since 1919. Data are difficult to compile, because 
in many cities the gas business has been merged with the electric company. For 
other data on the 'growtli of the gas industry, see Moody's Manual of Invest- 
ments: Public Utility Hecurities, 1940, p. a39. 

'•Statistical Abstract of the United States. 1934. no. 3.53-.3.';4. 
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when new machinery is mvented which accomplishes the same 
ends, the demand for capital funds is correspondingly augmented. 
Indeed, this process is going on at all times, and provides the 
opportunities for the profitable employment of new funds. 
Let the development of new industries cease, or let extensions and 
improvements in present industries subside, and the process of 
finding satisfactory employment for capital becomes increas- 
ingly difficult as during the late 1930’s. 

Annual security flotations: domestic corporations. A fairly 
good picture of the recent annual capital requirements of all 
domestic corporations may be derived from a study of corporate 
security flotations. Total figures, however, fail to give an accu- 
rate picture, since they include both new issues, that is, issues to 
provide for extensions, and additions to new properties, as well as 
refunding issues. The latter type of security does not represent 
a real additional demand for capital, since the proceeds there- 
from are used to retire other securities already in the hands of the 
investing public. In the following table only new capital flota- 
tions are given : 


NEW CAPITAL ISSUES OP DOMESTIC CORPOKATIONS* 
(Millions of Dollars) 


1910 l,518t 

1920 2,562 

1926 3,606 

1928 5,346 

1929 8,002 

1930 4,483 

1931 1,561 



* Statistical Abstract of the United States, 1926, pp. 303-306; 1934, p. 278; 1989, 
p. 306. 

t Includes some refunding issues. 


The increase between 1910 and 1920 is attributable partly to 
the rise in the price level during the interval. The large issues 
of the 1920's, however, are an index of that prosperous decade and 
in marked contrast with the depressed 1930’s. 

Government requirements : nature of government borrowing. 
Up to this point we have neglected to consider the capital require- 
ments of our national government and divisions thereof — state, 
county, and municipal. Before we come directly to a discussion 
of the extent of this demand, however, we shall pause for a mo- 
ment to examine the social aspects of public, as compared to 
■private, borrowing. By far the largest portion of private borrow- 
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ing is undertaken for purposes of extending production. This 
does not necessarily apply to public borrowing, and for this reason 
in any discussion of the latter some attention ought to be given to 
the purposes for which loans are made. Our position here is 
correct, even though the question of purpose does not, in the 
first instance, affect the total demand for capital. . , From a social 
standpoint, on the other hand, there is a sharp distinction be- 
tween loans made for unproductive purposes, such as carrying on 
a war and financing various governmental activities of a social or 
economic nature, and loans made purely for productive purposes, 
such as the erection of schools, roads, bridges, or other public 
improvements. In the first case, there is a destruction of capital ; 
materials and resources are used in the prosecution of a war and 
are consumed once and for all; in the second case there may be a 
complete loss of social capital. Quite different is borrowing for 
the purpose of building, say, the Panama Canal, roads, schools, 
buildings, and the like. Here the social gain differs but little 
from that which results when private enterprises borrow in order 
to create productive facilities. There has been a social saving, 
and a corresponding increase in the sum total of social capital. 

Our national debts. Bearing this distinction in mind, we shall 
consider briefly the extent of the public demand in this country 
for funds during recent years. For the decade prior to World 
War I, the total indebtedness of our national government 
averaged between $800,000,000 and $1,000,000,000, a considerable 
portion of which had been incurred for productive purposes. A 
very large increase in our total national debt took place, however, 
during and after 1917, until August 31, 1919, when the interest- 
bearing debt stood at $26,358,692,000. After that date there was 
a gradual reduction until on December 30, 1930, it amounted to 
only $16,026,086,655. Since December, 1930, the trend has been 
reversed; by the end of 1940, the amount had risen to $41,400,- 
000,000.® Most of the debt outstanding in 1930 represented 
amounts spent in the prosecution of the World War, either di- 
rectly as war expenditures or indirectly as loans to the Allies. 
The increase in the years immediately thereafter was chiefly the 
result of the relief activities of the Federal Government. Fur- 


’ Commercial and Financial Chronicle, Vol. 150, p. 382. Soe also Chapter 
23, “United States Government Obligations and Instrumentalities ’’ 
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ther large increases appear inevitable in order to finance our huge 
national defense program. 

State and municipal borrowing. The capital requirements of 
our state governments and municipalitieSj on the other hand, 
have been increasing rather than decreasing since the war. Prior 
to the year 1919 the -total flotation of municipal and state issues 
did not exceed in any one year thehalf-biUion mark, while, for the 
eleven consecutive years, 1921 to 1931, inclusive, total annual 
sales of municipal and state securities exceeded the billion-dollar 
mark, a figure which still obtahis since the decline in the depres- 
sion years 1932-1934.’^ 

STATE AND MUNICIPAL BOND SALES 
IN THE UNITED STATES 

(Millions of Dollars) 

1905 183 1933 

1910 320 1934 

1915 499 1935 

1920 683 1936 

1925 1,400 1937 

1930 1,487 1938 

1932 849 1939 

Various reasons have been set forth for this rather imposing 
increase in state and municipal borrowing. It is claimed by some 
that the ease with which tax-exempt securities could be floated 
during this period was the primary cause. When surtaxes ran 
high, large individual investors found it highly advantageous to 
purchase bonds, the interest on which was exempt from all in- 
come taxes. Thus was a wide market created for tax-exempt 
bonds of municipal corporations. Others lay the expansion in 
ipunicipal indebtedness to extravagance in local government 
operations. The real causes are probably to be found in the 
demand for increased and improved services from the government 
by a growing population with a rising standard of living. At 
least there seems some evidence in favor of this view, when an 
examination of the purposes for which recent loans have been 
floated is made. The largest items for which bonds were issued 
during the 1920’s were for the building of streets, roads, bridges. 


520 

1,220 

1,117 

902 

1,100 

1,126 


''State and Municipal Compendium, June 30, 1940, p. 13. Data compiled 
from this issue and earlier issues. Figures include some refunding issues. 
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and schools.** These items alone accounted for about 45 per cent 
of all borrowing in the years just prior to 1930. The bulk of the 
remainder, approximately another 45 per cent, was for water 
works, sewerage disposal, buildings, transit facilities, parks, and 
miscellaneous improvements. During this period, ^ however, 
there was issued by states over $300,000,000 of soldiers bonus 
bonds. Borrowing on this account was occasioned by World 
War I, and, since the funds so acquirecl were immediately turned 
over to the soldiers who participated in the bonus, it is hardly 
proper to consider these bonds as issued for capital expenditures. 
They represent borrowing for consumptive rather than for pro- 
ductive purposes and ake not regarded as conforming to the 
canons of sound public finance. The chief reasons for the growth 
in municipal and state capiM requirements, therefore, are to be 
found in the general rise in the'‘iprice level and the larger expendi- 
tures necessary for schools, roacfe, water and light projects, and 
other permanent improvements of nature arising out of 

the growth in wealth and population country and the rise 

of the automobile. The exigencies of depl^^ssion finance are 
shown in the figures for the years following They appear 

in the sharp curtailment of new bond issues, the 
proportion of issues for refunding and funding becal^®® 
inability to retire the maturing debt from tax revenueLl^ 

“ Ihid. The data for this table were compiled from this issue and earli?lp,j'^ lasues . 

PUTtPOSES FOR WHICH STATE AND MUNICIPAL BONDs’^ 
WERE ISSUED S,, 

(Percentages of Total Issued) 'h, 


Purpose 1989 1988 1985 1938 1989 1986 19p^ 

Refunding 17.3 11.7 29.9 10.2 1,5 1.6 l.t# 

Funding 6.8 5.6 3.8 18.9 2.0 .8 l.&tl 

Streets, Roads, Bridges . 14.8 12,8 8.8 19.3 28.1 26,7 29.6 

Schools 8.4 20.5 7.0 6.2 17.0 19.1 19.6 

Water 14.3 15.2 6.7 6.6 10.1 10.5 8.2 - 

Sewers 3.1 6.8 4.6 4,3 6.6 7.9 8.4 ' 

General Buildings 2.6 4.9 2.1 6.2 4.9 5.2 4.4 

Parks 3 .6 .6 1.0 2.5 3,1 2.8 

Light and Gas , 6.8 3.9 1.0 .2 1.2 .9 1.5 

Improvement 4.9 8.7 8.1 13.6 12.9 16.9 6.0 

Soldiers’ Bonus 1.1 .3 .6 1.1 ... .3 8.6 

Rapid Transit 3.9 3.7 2.2 .7 9.3 3.3 1.7 

Public Works & Flood Preven- 
tion ■. 1,4 1.1 .7 .8 .6 .4 

Harbor & Water Front .6 1.7 1.8 1.8 

Grade Crossings, Airports 1.3 .3' 1.3 

Poor Relief 6.0 4.5 12.1 9.6 

Miscellaneous 10.4 2.2 11.2 1.8 1.4 1.9 3.3 
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crease in issues for improvements, and the increase in issues for 
relief which could not be immediately cared for by taxation. 

It appears that the ease with which municipal financing could 
be undertaken during the years 1925-1930 caused an undue ex- 
pansion of municipal, state, and county borrowing. As a result 
of this unwarranted tendency, one might say that we recently 
passed through a fourth era of municipal defaults. A very great 
number of municipal and county obligations went into default 
and the reason appears to be the ease with which borrowings 
could be made during the years prior to 1930. Municipal in- 
vestors had little interest in examining the debt status of any of 
the various communities, the bonds of which they purchased. 
From now on we should see a much more careful analysis of 
municipal debt and a much better controlled investment in 
municipal bonds. The publication of 1940 census figures show- 
ing a slackened population growth and a shrinkage for many 
communities will make for greater caution in municipal bond in- 
' vestment. The pressure of heavy taxes upon real estate, which 
are the chief source of revenue to support municipal debt, is also, 
in many cases, a strong influence in preventing new issues. 

Capital demands of foreign nations. A heavy demand for 
capital on the part of foreign governments and corporations was 
likewise being felt in our domestic markets during the 1920’s. 
The reasons for that situation are not hard to find. Nearly all 
European nations were impoverished as a result of World War I. 
The severity of the struggle resulted in an enormous waste of 
capital. Furthermore, the productive powers of the populations 
of many European countries were substantially lesseired. Hence, 
there was a low income and a pronounced dearth of capital goods 
in many of these countries. The United States, on the other 
hand, suffered but little in a material way, and during the post- 
war period actually enjoyed an increase in productive power and 
social income. The saving of .capital in this country, therefore, 
increased easily. These changes resulted in the United States’ 
becoming one of the largest creditor nations of the world. It is 
estimated that in 1914 the United States had invested abroad 
about $1,600,000,000, whereas it owed to foreigners an aggregate 
' sum of about $4,000,000,000, thus leaving a net indebtedness 
amounting to $2,500,000,000.** In contrast to this situation let 
us consider briefly the present extent to which we have invested 


“Commercial and Financial Chronicle, Vol. 123, p. 2088. 
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capital abroad. In the first place, foreign governments, prin- 
cipally those countries allied with us during the last war, owe to 
our government a principal sum approximating $13,119,000,000.^'’ 
The holdings of individuals in foreign securities, chiefly govern- 
ment bonds, were estimated, in 1939, at $3,785,000,000.“ Ameri- 
can corporations were estimated to have made direct investments 
abroad totalling $6,985,000,000. The latter sum is represented 
in the American investment market by the securities of those 
domestic corporations which have used a portion of their funds 
abroad. It is natural that European nations should have looked 
to us for capital, in order to restore their productive power, and 
that we should have extended accommodation to such nations, 
where the security offered was properly safeguarded. Further- 
more, new and undeveloped countries looked more and more to us 
for the capital necessary to promote their economic development. 
Prior to 1931, the foreign securities floated in this country 
averaged over a billion dollars a year, as shown in the following 
table * 


FOREIGN CAPITAL FLOTATIONS 
IN THE UNITED STATES 
(New Capital, Refunding Excluded) 

Year Amount 

1926 $1,146,099,740 

1927 1,578,939,926 

1928 1,319,167,987 

1929 757,837,569 

1930 1,009,213,390 

1931 253,722,000 

1932 26,016,000 

1933 133,332 

1934 none 

The status of foreign investments has been definitely changed 
during the past few years. A creditor nation, if it wishes to keep 
its foreign investments in good standing, must be willing to per- 
mit imports in excess of exports. Otherwise, a time will come 
when debtor nations will be unable to make further payments by 
shipping gold or incurring new debts. The United States has 
adhered to a policy of high tariffs. Consequently, after accumu- 
lating a large portion of the world’s gold supply and disrupting 

“On March 1, 1939. Statistical Abstract of the United States, 1939, p. 208. 

An estimate by Taylor, Amos B., Bureau of Foreign and Domestic Commerce. 
Commercial dnd Financial Chronicle, VoJ. 151, p. 488. 

“Compiled from the Commercial and Financial Chronicle, Vol. 132, p. 383; 
Vol, 140, p. 22. Flotations negligible in subsequent years. 
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world price levels, she has found that it is increasingdy difficult 
for her foreign debtors to meet their debt service. Foreign in- 
vestments are currently held in very low esteem by domestic 
investors, and it is doubtful whether public flotation of foreign 
loans, except on a very limited scale, will be possible for some 
time to come. 

Building operations and capital requirements. Further 
heavy demands for capital arise from building operations. The 
erection of homes, factories, and office buildings represents a 
capital investment and must be financed by saving from current 
income. Where the owner pays for the construction of the build- 
ing without recourse to borrowing, no demand is exerted in the 
open market for funds, except in so far as his own funds which 
might have been offered for investment, are prevented from ap- 
pearing as a supply of capital. On the other hand, where the 
builder or owner borrows a part of the funds necessary to acquire 
or to erect buildings, to that extent is a demand for capital funds 
created in the open market. Large structures, such as office 
buildings and hotels, have for some time been financed by the 
issue of bonds, secured by mortgages on the property. Where 
the building of factories or other types of construction has been 
undertaken by corporations^^ the funds have likewise been ac- 
quired by bond issues, or sometimes by stock issues. Here, again, 
the demand for funds appears in the open market. The building 
or purchase of homes, on the other hand, has generally been 
financed by mortgage loans made by banks or by certain large 
lenders of money. 

CONSTRUCTION CONTRACTS IN THE UNITED STATES* 

Data i-oe 37 States, Excluding the 11 States 
IN Mountain and Pacific Divisions 
(MiUiona of Dollars) 


Year Besidential Commercial Total 

1925 2,748 872 3,620 

1927 . . . . 2,573 933 3,606 

1929 1,916 . ' 929 2,845 

1931 811 311 1,122 

1933 249 99 348 

1935 479 165 644 

1937 905 297 1,202 

1938 986 216 1,202 


* Statishc, I AbHtroct aj I .<> Umted Stales, 1939, p. 862. 

Some idea of the demand for funds for building purposes is 
available from a study of the value of construction undertaken 
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annually in the United States. The most nearly complete figures 
available, compiled by F. W. Dodge Corporation, cover the con- 
struction contracts awarded for thirty-seven states east of the 
Rockies. The total figure rose from $6,006,000,000 in 1925 to a 
peak of $6,628,000,000 in 1928, thereafter declining to $4,623,- 
000,000 in 1930 and $1,256,000,000 in 1933.^=* But these totals 
include public utilities, factories, and public works, which would 
be financed as utility, industrial, and municipal projects, respec- 
tively. The term “real estate finance” is ordinarily applied to 
the issues covering residential aixd commercial real estate in 
which the real property rather than the credit of a business cor- 
poration is the basis of the flotation. The tabulation above 
shows the volume of residential and commercial construction 
alone. Some of the commercial construction would undoubtedly 
be financed from the funds of corporations engaged in merchan- 
dising, manufacturing, and finance. On the other hand, build- 
ings for educational, social, hospital, and religious purposes, 
which sometimes result in the offering of real estate issues to the 
investor, are not included, although their importance may be 
■ascertained from their total of $746,000,000 in 1930. 

The total number of homes not on farms in the United States, 
as shown for the five census years, 1_^90-1930, was as follows; 

HOMES m TTNITED STATES NOT ON FARMS* 

1930 23,235,982 

1920 17,600,472 

1910 14,131,94,5 

1900 10,274,127 

1890 7,922,973 

* Ab;iiract of Pi/frenth Cen-hin of ike TJnited BUiies: 

19S0, Bureau of the Census, 1933, p, 405. 

The total number of homes in the United States increased from 
17,600,472 in 1920 to 23,235,982 in 1930, or at an annual rate of 
563,551, as compared with 346,853 in the preceding decade. 
Statistics of value are given only for homes which were not lo- 
cated on farms and which were occupied by the owners. The 
average (median) value of such homes, 10,603,386 in number, was 
$4,778.^^ While only an estimate is possible from these figures, 
they suggest a total value in excess of $50,000,000,000. , (In ex- 
cess, because the median wmuld be expected to be lower than the 

Siatistical AbsLract oj the United States, 1934, p, 764. 

^‘'Abstract of the Fifteenth Census, 19S0, Bureau of the Census, 1933, pp, 
408-409. 
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arithmetic mean in this distribution.) Values were not sought 
for rented homes, but the average (median) rental per month 
amounted to .127.15, which amount suggests a considerably lower 
value than that obtained for owned homes. 

In 1920, the total value of the 2,855,117 owned homes which 
were mortgaged was estimated at $14,099,000,000, and the total 
mortgage debt at 16,000,000, OOOd^ On the basis of these figures, 
the average owned and mortgaged home was valued at $4,938 in 
1920. If an average of $4,850 could be used in estimating the 
value of the 563,551 homes added annually during the decade of 
1920 to 1930, the result would be $2,733,000,000 per year. The 
use of such a figure as a measure of capital need is open to obvious 
objections: (1) the average used is based only on. owned and not 
on rented homes; (2) part of the change in total value figures 
between any two dates is likely to be the result of fluctuations in 
land values and the price level; and (3) buildings included in the 
1920 total were subject to depreciation, obsolescence, and actual 
retirement, so that any increase by 1930 would not include new 
building in the interval but only net increase. 

Something of the contrast between home construction during 
the 1920’s and the 1930’s may be appreciated when it is noted 
that the average annual volume of single-family dwellings 
dropped from about a half million units in the former period to 

142.000 for the period 1930-1938. The figure reached a low of 

39.000 in 1933 and recovered to 260,000 in 1938.*'* The change 
reflected depression and slackened population growth, In the 
future, replacements resulting from depreciation and obsoles- 
cence, and housing to care for shifts in population from one area 
to another, will be more important than construction for an 
exjianding population. 

During the first half of the 1920 decade, long-term real estate 
bonds, issued to provide funds for business buildings, hotels, and 
apartment houses, rapidly increased in popularity as a vehicle of 
investment. The annual totals of such bonds increased from 
$160,000,000 in 1922 to $696,000,000 in 1925.^’' In the four suc- 
ceeding years flotations ran around $700,000,000 annually.^® In 

Mortgages on Homes in the United States, 19S0, Buxmu of the Census, 
1923, p. 43. 

^Seventh Annual Re-port o} the Federal Home Loan Bank Board (1939), p. 166. 

"Commercial and Financial Chronicle, Vol, 123, p. 2087. 

^Proceedings of the Nineteenth Annual Convention, Investment Bankers 
Association of Amenca, 1930, Report of the Real Estate Secunties Committee, 
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1929 the total dropped to a half billion and in the following' 
decade to a nominal figure. 

Total real estate debt was estimated at $42,700,000,000 in 1930, 
as shown in the accompanying table. A large part of the almost 
$10,000,000,000 decrease in debt during the succeeding nine years 
was due to liquidation of the debt by foreclosure and the acquisi- 
tion of the pledged property by the creditor. 

REAL ESTATE DEBT IN THE UNITED STATES: 1930, 1939* 


(Billions of Dollars) 

19S0 19S9 Decrease 

Urbanreal estate mortgages. . . 33.2 26.9 7.3 

Farm Mortgages 9.6 7.1 2.4 

Totals. . . . 42.7 33.0 9.7 


* Sternberg, J. Wesley. "Indebtedness in the United States, 1929-39,” Survey 
of Current Business, June, 1940, p 15 

During the decade 1920-1929, excessive funds were invested in 
real estate mortgages and m real estate bonds. During the sub- 
sequent depression, accompanied as it was by drastic deflation in 
values, real estate mortgages, and particularly bond issues se- 
cured by real estate mortgages, suffered, severely. In view of 
practices involved in setting up real estate mortgage bond issues, 
even by supposedly reputable houses, during this period, and the 
subsequent behavior of these issues, it is probable that such issues 
will be unpopular for some time.^® The figures show, however, 
that the building industry as a whole has been responsible for a 
capital demand exceeding that for any other field of private 
activity. 

Capital requirements of agricultural industries. There is un- 
doubtedly a fairly large annual demand for capital in agricultural 
industries, although it is somewhat difficult to measure this de-- 
mand precisely. Data relative to the value of farm properties 
other than land are affected by changes in the general price level, 
while fluctuations in land values, which have recently been rather 
wide, really have no bearing on the supply and demand for 
capital. 

Some light on the changes that took place in the aggregate 


“For further discussion, see Chapter 22. 
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values of different classes of farm property from 1910 to 1935 is 
given in the following table: 


VALUE OF ALL FARM PROPERTY* 
(Millions of Dollars) 



1935 

1930 

1925 

1930 

1910 

Value of All Farm Property . . . 
Value of Land Alone 

1 * ' ( 

57,246 

34,930 

67,018 

37,721 

77,924 

64,830 

40,991 

2'8,476 

Buildings 


12,950 

11,747 

11,486 

6,326 

Implements and Machinery . , . 

3,419 

3,302 

2,692 

3,695 

8,013 

1,265 

Live Stock ... . ... 


6,064 

4,858 

4,925 

Value of Properties, E.x- 

elusive of Land 

* Statistical Ahstract of the United States, 1934, p. t 

22,316 

19,297 

605. 

23,094 

12,616 


It will be noted that the value of all farm property increased 
rapidly from 1910 to 1920, but showed a rather pronounced drop 
between 1920 and 1925 and again after 1930. A large part of the 
earlier increase was due to the war mflation, while the later 
declines were the result of the stoppage of war demands for farm 
products by belligerents after 1920 and the general business de- 
pression and deflation after 1930. The only items that failed to 
register a decline after 1920 were buildings and implements and 
machinery, which remained about the same from 1920 to 1925. 
Between 1925 and 1930, land values continued to decline, but the 
other items rose. Any conclusions one might draw from the 
preceding data regarding the capital requirements of agricultural 
industries would be subject to error. For example, between 1910 
and 1920, the value of farm property, exclusive of land, increased 
by $10,578,314,000. On this basis, it might be inferred that 
annual capital requirements of agricultural industries were 
slightly over one billion dollars during the decade of 1910 to 1920. 
Both this rise and the subsequent decline represent large move- 
ments in the general price level and afford little help in measuring 
the capital demands of the industry. 

Somewhat more useful information regarding agricultural re- 
quirements is available from the records of farm mortgages. The 
total farm mortgage debt amounted to $3,320,000,000 in 1910, 
$7,858,000,000 in 1920, reached a peak of $9,469,000,000 in 1928, 
after which it declined to $7,645,000,000, in 1935.®° The net 


^“Statistical Abstract of the United States, 1939, p. 626. 
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demand for additional borrowed funds represented by this in- 
crease in the long-term farm mortgage debt averaged close to a 
half billion dollars annually in the decade 1910-1920, the bulk 
probably falling in the war boom period of the later years. The 
gross debt gradually increased until 1928, since which time it has 
shown net declines, because repayments and foreclosures ex- 
ceeded new loans. To these sums should be added the capital 
requirements that are covered by current borrowing through 
banks, as well as those requirements that are met through re- 
investment of income by the farmer himself. Because of the 
constant changing of ownership and the shifting of loans through 
refinancing, there is a much larger sum of loanable funds sought 
than is revealed by the increases in the gross debt figures. 
Mortgage debt is also incurred as a part of the purchase price of 
existing farms. 

Attention should be called at this time to a possible change in 
the future status of our agricultural industry. The growing 
debts owed to this country by foreign countries, combined with 
the historic American high tariff policy, has greatly hampered the 
export of wheat and cotton as well as other agricultural products. 
Prior to World War I, foreign trade was in a state of equilibrium, 
although at the customs house this country showed a favorable 
balance of trade. Subsequent to the war, a favorable balance of 
trade was financed by loans to foreigners until 1930. Thereafter 
foreign trade and exchanges have been out of equilibrium. At 
the present time it is impossible to state what solution will be 
made of the debt and tariff problems. It is possible that this 
country will gradually cease to export cotton, wheat, and othei’ 
agricultural products on the old scale. A gradual withdrawal of 
capital from certain important agricultural areas may follow un- 
less a new demand for farm products can be created by inventing 
uses in the industrial field. World War II has made the short- 
run problem even more acute for some esqoort products, such as 
cotton, but may help others, such as dairy products, through 
Government assistance of food exports to Britain. 

Installment sales and their financing. With the rise of the 
automobile, installment selling grew up to finance its mass dis- 
tribution. In recent years installment credit has spread to many 
consumers’ goods lines, especially for those items possessing 
durability, such as refrigerators, furniture,' radios, and washing 
machines. The comparative importance of such credit may be 
judged from the figures on the following page. 
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ANALYSIS OF RETAIL SALES IN THE UNITED STATES: 1935-1937* 
(Millions of Dollars) 


1935 1936 1937 

s % s % s % 

Cash 22,371 68 25,348 67 26,522 66 

Open book credit 7,041 21 8,117 21 8,758 22 

Installment credit ... . 3,599 11 4,475 12 4,650 12 


Total 33,011 100 37,940 100 39,930 100 


* Merriani. AI. L., liHaU Crvdtt I)omc«<tic Commerce S'erie*? No. 103 (Washington, D C.: 

Department of Commerce, 1U3S), p. Xl. 

It is probable that at any given time the total unpaid balance 
of installment credit will run between one third and a half of the 
total annual volume. 

Operations of this kind either require that banks make heavier 
loans to the merchants who extend such credit or else discount 
the notes of customers themselves, or they require the aid of 
finance corporations, that is,, corporations which specialize in 
discounting installment notes. While installment selling does 
create a demand for capital, and thus has an effect on interest 
rates, the resulting borrowing must be regarded as “consumption’' 
borrowing in contrast with the financial operations of business 
concerns engaged in production. 

Current capital requirements. Quite different from a social 
standpoint, however, is short-time borrowing for productive pur- 
poses by manufacturing and selling concerns. Our existing 
business structure requires the use of liquid capital on an ex- 
tensive scale for the purpose of financing more or less current 
capital requirements. Thus the normal business concern, 
whether engaged in manufacturing or distribution, frequently 
borrows from coimnercial banks for the purpose of financing such 
current operations. In view of the fact that the total volume of 
such loans is always large, we may regard this kind of borrowing 
in practice as creating a permanent demand for funds. The 
total volume of loans and discounts for business purposes given 
by commercial banks was estimated at $5,810,000,000 in 1939, 
while collateral loans for the purpose of carrying securities to- 
talled $1,623,000,000.-'^ Much of the capital employed in short- 
term borrowing, it is true, is created by our banking system. 
Yet, since we included such operations in our discussion of sources 
of capital, we must include the demands for such funds in our 


'‘^Annual Report nj the Comptroller o] Currency, 1939, pp. 220-221. 



52 


THE DEMAND FOR CAPITAL 


discussion of the demand for capital. There is always present 
a large amount of open, or book, accounts, representing tempo- 
rary financing. While the total of such open accounts and ac- 
ceptances is undoubtedly very large, reliable estimates of the 
total are lacking, save in the field of retail credit reported above. 

Summary, In the present chapter we have examined several 
of the more important sources from which a demand for loanable 
funds arises, as well as the extent of such demand. It would be 
idle to attempt a statistical measurement of this total demand 
by adding the totals of each group. Such a figure, in the first 
place, would involve a certain amount of duplication. Further- 
more, it would not be helpful in determining the rate of interest. 
We have made our analysis of the supply of, and demand for, 
capital with two things in mind. In the first place, we have 
emphasized the motives which underlie saving and which un- 
derlie the employment of capital. Fundamental changes in 
these motives have an effect on interest rates. Thus, let the 
thrift movement gain substantial headway and interest rates will 
be lower, other things being equal, than they would have been 
had such a movement not developed. Conversely, let a new 
industry develop, with extensive opportunities for the employ- 
ment of capital, or, given a situation which involves the carrying 
on of a devastating war, and interest rates will be higher than 
they otherwise would be, other things remaining the same. 

Our second effort centered around an analysis of the amount 
of capital coming from certain sources and the amounts used in 
certain classes of undertakings. If we had accurate data as to 
the entire amount of capital saved during a given year and the 
amount utilized, the two figures must be equal. The supply of 
capital and the demand, at a given rate of interest, equate, of 
course. Thus, while it is interesting to know whence our capi- 
tal comes, and to what major uses it is put, there are forces which 
lie back of saving and consumption that deserve important con- 
sideration when studying probable changes in the long-time rate 
of interest. 

The student will further have been impressed with the extent 
to which our present economic structure is based on capitalistic 
methods of production, as well as the extent to which progressive 
development depends on the annual forthcoming of large amounts 
of fresh capital. It is the proper allocation of this capital to our 
various industries in a way that best serves the community that 
creates the central theme in our present study. 
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The Return on Invested Capital 


Interest defined. In the field of economics the term “interest’” 
is used to denote the price paid for the use of capital. Interest, 
therefore, is that share of the total income of society which is 
received by the capitalist. Just why there should be a return 
on capital is in the main a question for the economist, yet the 
answer may be suggested here at least in its broad outlines. The 
accumulation of capital implies the exchange of present goods 
for future goods. For example, the man who buys a $1,000, 5 per 
cent bond in 1940, which matures in 1950, has given up a definite 
present sum, which he might have spent for goods. In return for 
this, he gets the promise of $1,000 at a distant time, plus a certain 
additional amount, called interest, which he is to receive in the 
interim. We might simplify matters somewhat if we suggested 
that all the future sums which he expects to receive, amounting 
to $1,500, have a present value of $1,000. This situation, of 
course, implies that future goods are at a discount in terms of 
present goods, and this is exactly the attitude taken by most in- 
dividuals. The majority of people would prefer $1,000 today 
to a like sum a year from now; or, having $1,000 today, they 
prefer to spend it rather than to defer the enjoyment therefrom 
for a period of years. The accumulation of capital, therefore, 
involves a distinct sacrifice on the part of most individuals who 
save, and is stimulated only by the expectation of receiving a 
larger sum in the future than that given up in the present. 

But why, on the other hand, should people be willing to pay 
a premium for present goods? A partial answer to this question 
has already been suggested. Capitalistic methods of production 
S3 
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are more productive than direct methods that do not employ ma- 
chinery. Those who have command over capital goods are able 
to make use of them in ways which yield a return in excess of 
the aumunts borrowed. Hence, they are willing, if necessary, 
to pay back a greater sum in the future than that borrowed. It 
is the interplay of these two forces that gives rise to interest, and 
the rate which emerges may be regarded as a function of the 
demand for, and supply of, lendable funds.^ 

Normal, or long-time, interest rates; the yield on British 
consols, 1849-1910. The pure rate of interest is the price paid 
for the use of capital with no premium for risk. In practice, 
the rate of interest quoted on a given loan is generally made up 
of pure interest and an additional amount, which, supposedly, 
measures the risk involved in that transaction — the possibility 
that some unforeseen circumstance may arise that will prevent 
the borrower from living up to his part of the contract; or the 
difference between the pure rate of interest and the rate quoted 
may cover the expenses involved in handling the loan. This is 
true where the loan is small in amount or where there is an ex- 
pense of administration, as in the case of small real estate mort- 
gages. In discussing the pure rate of interest, therefore, one 
must consider loans which, so far as possible, are devoid of in- 
vestment risk and investment cost; otherwise the apparent re- 
turn will include not only interest but other elements of income 
as well.® For many years prior to the World War I, British 


‘ There are divergent views among economists regarding the nature of interest. 
The Austrian school led by Bohm-Bawerk stresses the advantages arising from 
indirect, or roimdabout, methods of production over direct methods as giving 
rise to the demand for capital, and hence, as the essential factor in determining 
intero.st rates, although some attention, it is true, is given to the time preference 
which present goods enjoy over future goods. Irving Fisher, on the other hand, 
bases his theory of interest on the time preference of present over future good-s, 
suggesting, however, that the advantages accruing from capitalistic methods of 
production must be considered as a factor in stimulating time preference. See 
Fisher, Irving, The Rate of Interest (New York: The Macmillan Co., 1907). 
Professor Frank Fetter went somewhat further than Professor Fisher in the 
development of the p^chological theory of interest and virtually excluded the 
question of productivity (in the sense just discussed) from the problem. See 
Fetter, Franlc, Economic Principles (New York: Tjie Century Co., 1916), Vol. I, 
Chapter IV, Frank W. Taussig in his theory of interest stresses the factors 
governing both the .supply of, and demand for, capital. See his Principles of 
Economics (New York. The Macmillan Co., 4th od., 1939), Vol. II, Chapters 
XXXVIII to ^CL, inclusive. 

“On page 55. we shall consider more fully the matter of differences in rates 
of return on different classes of investment in the same market to account for 
risk and other factors. 
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consols were considered to be as nearly riskless as any type of 
investment. It is true, of course, that obligations of the United 
States were so considered after 1880 ; but until that time it can- 
not be said that United States Government bonds were regarded 
with as much favor as those of the United Kingdom. Conse- 
quently, a study of the yield on British consols, for the period 
from 1849 to 1910, should give us a fairly definite idea of the 
range of pure interest rates during the latter half of the nine- 
teenth century, and the first decade of the present century. 
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Figure 1 — Yield on British “Consols”: 1849-1910. 


It is apparent from Figure 1 that the pure rate of interest 
varied, during the 62-year period studied, from 3.3 per cent to 
slightly under 2.6 per cent.® From 1849 to 1882 the rate was 
• maintained at over 3 per cent. From then until 1897 interest 
rates declined almost constantly and thereafter rose sharply until 
1901. From that year until 1910 a further but more gradual 
rise is noted. 

Accompanying these long-term fluctuations in interest rates; 
are to be found fundamental changes in other aspects of our 


’Taken from data presented by Williams, T. D., “The Rate of Discount and 
the Price of British Consols,” Journal oj the Royal Statistical Society, Vol. 75, 
p. 399. For a chart of the price range of British 2% per cent consolidated stock, 
1903-1932, see New York Stock Exchange Bulletin, September, 1932. The annual 
range of French 3 per cent irredeemable rentes is charted in the same bulletin 
in October, 1932. 

Corresponding yield data for corporate bonds prior to 1900 are not shown in 
Figure 3, but see Mitchell, W. C., “Rates of Interest and the Prices of Invest- 
ment Securities,” Journal oj Political Economy, April, 1911, Vol. XIX, p, 269. 
See also Maoauley, F. R., “The Consti-uction of an Index Number of Bond 
Yields in the U. S., 1859 to 1926,” American Statistical Association Journal, 
March, 1926, Vol. XXI, p. 27. 
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economic structure. Variations in the price level, changes in 
the world’s supply of gold, changes in methods of conducting 
business, and, above all, a quickening in our entire economic life 
are among the phenomena that are familiar to all of us. 

Interest rates in the United States. The course of United 
States government bonds from 1860 to 1899, as illustrated in 
Figure 2, is most interesting. Starting from a low point in 1861, 
when the average yield thereon was as high as 7.5 per cent, the 

Yield Yield 



Figure 2 — Course of Goventment Bonds in Post-Civil War Period 
(on a yield basis). 


price of these obligations advanced until, in 1889, they averaged 
to sell at a yield of but little more than 2 per cent. 

These erratic fluctuations are explained, in part by the success 
of our civil government in the war, and in part by the introduc- 
tion of a system of national banks, whereby government bonds 
were required as collateral to secure note issues.^ The rather 
sharp drop in price, and the corresponding advance in yield from 
1877 to 1879, in contrast to the previous advance in price, was 
due in no small degree to the doubt raised during that period as 

‘See Chapter 23. 
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to the ultimate resumption of specie payments and the discharge 
of our government debt in gold rather than in paper currency. 
As soon as that point was settled, the price of government bonds 
rose sharply and the yield on such obligations dropped to a point 
even below the yield on British consols at that time. 



The special market which United States obligations enjoyed 
as a result of the circulation privilege (security for national bank 
notes) destroys their value as a measure of true interest rates in 
this country from the time that they became almost wholly ab- 
sorbed by national banks until they resumed a place in the regular 
investment market as a result of the issuance of loans during the 
first World War. The significance of later series is usually 
doubtful because they represent a fluctuating average of long 
and short maturities. In Figure 3, the yields of high-grade long- 
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term municipal, railroad, utility, and industrial bonds are shown. 
Good municipal issues were for many years regarded as prac- 
tically riskless. The rapid growth of municipal debts during the 
1920’s, however, was responsible for many defaults. The result 
has been a much more critical and discriminating attitude to- 
wards municipal bonds, even of our larger cities. The number of 
municipalities in good standing in respect to their debt status 
was greatly diminished during the middle 1930’s but has subse- 
quently increased. 

In Figure 3 a continuance of the movement already noted in 
the chart on page 55 is in evidence. The rise from 1900 to 1909 
closely parallels that which occurred in the yield on British con- 
sols, although our curve for the United States starts from a 
slightly higher base. Following a temporary drop in 1909 the 
advance continued until 1914, which year marks the beginning 
of World War I. From then on, forces of an unusual nature 
were present, which caused rates to fluctuate over a much wider 
range than one would normally expect. The extraordinary ad- 
vance in interest rates from 1916 on, to a point well above 5 per 
cent in 1920, can be accounted for largely by the extraordinary 
amounts of capital required for war purposes. Thereafter a 
decline almost as rapid is noted until, at the end' of 1927, yields 
on all classes of bonds were back to prewar levels. The years 
1928 and 1929, particularly the latter year, witnessed an increase 
in yields due to the competitive demand of the stock market. 
The troubles of the early 1930's were followed by a decline of 
yields to unprecedented lows for this country. 

The effect of risk on investment yields. For the purpose of 
analyzing the course of interest rates during recent years, we 
sought data relating to the yield of riskless securities, or, perhaps 
better, securities offering the lowest possible degree of investment 
risk. In actual practice, however, the investor would have 
found, in any year during the period covered, a wide divergence 
in the return on different classes of investments. Evidence of 
the spread that exists between different securities in the same 
market appears in Figure 3, where the forty-year average return 
on four different classes of securities in the United States is 
presented. Municipals, as a class, sold on the lowest yield basis; 
the railroads, second lowest, until their recent change of position 
with the formerly third-place utilities; while industrial bonds 
generally sold to net the investor the highest return. The dif- 
ferences in yield between these four broad classes of investments 
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measure, to some extent, the market’s estimate of the relative 
degrees of investment risk involved in each class. In other words, 
it is evident that investors, during most of the period studied, 
anticipated larger capital losses in industrial investments than in 
any other type, and, consequently, required a premium in the 
form of a higher interest return to compensate for this. If the 
estimates of risk were accurate, the amounts by which the gross 
return received on any class of bonds, such as the industrials, 
would exceed the return on municipal bonds are amounts just 
sufficient to cover the greater capital losses suffered in the 
former class." However, investment risk cannot be measured 
exactly; nor can even such substantial approximation be made 
as is possible in the fields of life and property insurance. In 
spite of this weakness, investors attach considerable importance 
to the probable risk as it is reflected in the yields of bonds whose 
price is set in a free and active market. That informed opinion 
changes in its estimate of risk is apparent from Figure 3, which 
shows a marked decrease in the spread among the four yield series 
in the decade 1900-1910. Special difficulties of the utilities in 
1918-1920 and of the railroads since 1930, even though the bonds 
were selected as “high-grade,” alter the previous yield relation- 
ships and show how the risk estimates of the market are subjec- 
tive judgments that can change not only with respect to indi- 
vidual securities, but even to whole classes of securities. 

Legality and investment yields. As a matter of fact there 
were other factors than those related to risk that may have caused 
a spread in the return on these four classes of investment during 
the period covered; nevertheless, one is correct in assuming that 
the order of desirability between the groups did not differ from 
that already indicated. One of the most important of these out- 


'It is a pertinent question whether the market estimate of risk measures 
exactly the mathematical risk involved in different groups of investments. 
That is, given a large sum, would it be profitable for the investor to select securi- 
ties on which the market places a high risk, and set up out of his gross reUtrn 
a fund to amortize losses? If the investor were able to select his issues with 
such success- that his actual losses were less than his anticipated losses, he would 
then make a return in excess of a true interest return; that is, the premium for 
risk would more than measure the risk present. For a further discussion of this 
subject, as well as a statistical analysis of certain trial investments, see Dewing, 
Arthur Stone, “Elements of Investment Income,” Harvard Business Review, 
Vol. I, No. 3, p. 300 fp. Professor Dewing suggests the following notation in 
summarizing : "If ‘g’ represents the gross return on any investment, ‘p’ the pure . 
rate of interest then prevailing, 'r’ the compensation for risk, and ‘e’ the profit or 
loss due to individual business judgment, then g = p-t-r±e.’' 
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side factors pertains to the legality of various types of securities 
as proper investments for trust funds. Each state has its own 
peculiar laws defining the kinds of investments that trust funds, 
life insurance companies, and savings banks may purchase. For 
many years practically every state has had legalized investments 
in a rather wide list of municipal and railroad bonds; but, until 
recently, public utility bonds have not been so favored. This at- 
titude has been changed substantially The comparative record 
of high-grade railroad and utility bonds, as illustrated in Figure 3, 
tells something about the relative impairment of the position of 
the railroads and the enhanced investment prestige for the bonds 
that have been issued by operating utility companies. 

Effect of marketability on yields; bonds of varying maturity 
dates. Not only are there differences in yield between groups of 
securities at any given time, but there are wide variations among 
the yields on individual securities within these groups, which may 
be accounted for only in part by the credit standing of the obligor 
named on the bond. Consider for a moment the question of mar- 
ketability. It is a well-known fact that two bonds whose risk 
elements are exactly equal may vary in yield, where one is more 
readily marketable than the other. 

The table on page 61 will serve to illustrate the variations in 
yield within certain groups of securities. The average yields on 
listed and unlisted bonds, as well as on bonds which differ in 
respect to credit status, are shown for each of the three groups: 
railroads, public utilities, and industrials. 

In this table it is interesting to note the uniform rise in 
yields as one passes from the higher to the lower grades of issues. 
.There is also a uniform difference in the yield of listed as con- 
trasted with unlisted issues. The listing of a security does not 
per se eliminate risk, but rather indicates a more ready market. 
The spread between listed and unlisted issues may, therefore, be 
taken to indicate the premium put on marketability. We again 
observe the order of preference which these three groups enjoyed 
at that time in the minds of investors: railroads, public utilities, 
and industrials. 

Furthermore, the length of time a bond of good quality has to 
run to maturity will also affect its yield. During periods of high 
rates on short-time paper, short-time bonds will sell at prices 
which make their yield approximately the same as that found on 

'For the current position of utility bonds as “legal" investments, see the 
current issue of the State and Municipal Compendium. 
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TABLE SHOWING COMPOSITE YIELDS ON LISTED AND UNLISTED 
BONDS OF DIFFERENT GRADES: DECEMBER, 1930* 


Railroads Public Utilities Industrials 

Composite Average Yields Average Yields Average Yields 

Rating Listed Unlisted Listed Unlisted Listed Unlisted 

Aaa 4.45 4.61 4.55 4.66 4.74 4.88 

Aaa 4.57 4.89 4.61 4.71 4.79 4.90 

Aaa 4.58 4.98 4,74 4.87 4.87 5.06 

Aaa . . 4.99 5.06 4.92 4.94 5.02 5.27 

Aa 4.93 4.97 4.76 5.02 4.96 4.98 

Aa. . . . 5.01 5.09 4.69 4.92 5.22 5.45 

Aa 5.08 5.21 4.93 5.06 5.47 5.59 

Aa 5.54 5.72 5.19 5.32 5.61 5.71 

A 6.75 6.44 5.24 5.42 5.49 6.02 

A 5.43 6.62 5.52 5.74 5.88 6.32 

A . . . . 5.89 6.47 6.00 5.92 6.16 6.73 

A 6.10 6.69 6.34 6.14 6.63 6.89 

Baa 6.38 6.85 6.23 6.30 6.89 7.21 

Baa 6.42 7.08 6.64 6.77 7.17 7.37 

Baa 6.44 7.22 6.95 7.26 7.86 7.78 

Baa 6.96 7.56 7.45 7.74 8.08 8.29 

Ba 7.21 7.14 7.81 8.23 7.77 8.60 

Ba 7.29 7.03 8.03 8.34 8.38 8.77 

Ba 7.33 7.45 8.17 8.47 8.87 9.52 

Ba . 7.88 8.02 8.87 9.18 9.23 10.14 


* Adapted from Annmd Quotation Booklet, published by Pynchon & Co., New York. Composite 
ratings obtained by averaging those compiled by Moody’s Investors Service. Standard Statistics Go., 
Poor’s Publishing Co , and Fitch Publishing Co 

short-time commercial loans. Long-term bonds, on the other 
hand, will sell on a somewhat lower yield basis, or at relatively 
higher prices, for the reason that the investor seeks such issues 
for the purpose of extending this favorable return for as long a 
time as possible. Conversely, when interest rates are especially 
low, long-term bonds sell at prices which yield somewhat more 
than short-term bonds. At such periods, short-maturity bonds 
are in greater demand, for investors are reluctant to tie funds up 
for long periods at unfavorable interest rates. This stimulates 
the demand for short-time issues and depresses the demand for 
long-term issues. 

Geographical variation in interest rates. Analogous in some 
respects to the variations in yield found among different securi- 
ties in the same nfarket are the variations found in the rates of 
interest current in different countries. If there were an abso- 
lutely free flow of capital from one country to another, and if 
political stability were the same throughout the world, the only 
differences in the interest yield on investments would be those 
arising from the special characteristics of the securities them- 
selves, such as the degree of risk present, the maturity of the 
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issue, its marketability, aud the like. As a matter of fact, there 
is not a free flow of capital from one country to another. Trade 
barriers and nationalistic policies of self-sufficiency have inter- 
fered. Moreover, the investment of funds abroad, irrespective 
of any other risks, involves exchange fluctuations. There is also 
the difficulty of supervision, because of the remoteness of the 
“ enterprise, as well as the whole question of political stability in 
different countries, which makes for a natural reluctance on the 
part of investors to commit funds to distant parts of the world 
where events cannot be easily and conveniently followed. For 
this reason, each financial market develops an interest rate of its 
own, Avithin certain limits, depending on the local supply of, and 
the demand for, capital. Each country has its own interest rate, 
Avhich usually varies from that found in other markets. 

It is, of course, entirely logical that in normal peace times in- 
terest rates should be lower in old and established countries than 
in new and growing ones. After capital accumulation has been 
going on for some time in a country, the domestic requirements 
become fahly well supplied, and the marginal productivity of 
capital is lowered — that is, capital must be employed in less and 
less profitable ways. In new and undeveloped countries, on the 
other hand, the more productive uses of capital are still open and 
many opportunities are presented for high returns. For this 
reason, capital flows from older to newer communities; from 
communities where the marginal productivity of capital is low 
to localities where it is high. However, it is true that the risks 
of investment often are higher in new or undeveloped countries, 
because of a less stable government, inadequate legal systems, 
or the newness of industrial undertakings, the newness account- 
ing for a higher return in the last class mentioned. 

For many years prior to 1914, Great Britain supplied capital 
in large quantities to countries all over the world. The develop- 
ment of American railways before 1900 was materially helped by 
British capital, which was also invested on an extensive scale in 
South America, Canada, China, India, and other parts of the Far 
East. The promise of higher rates abroad than at home and the 
presence of an ever-growing fund of capital were the main factors 
responsible for this movement. 

A study of the return on various groups of investments floated 
in the British markets from 1888 to 1911 will serve to illustrate 
the point just made in respect to the higher return customarily 
enjoyed on iiiA^estment in less-developed countries. 
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PROMISED RETURN ON HOME, COLONIAL, AND 
FOREIGN INVESTMENTS FLOATED IN 
BRITISH MARKETS: 1888-1911* 

Home Colonial Foreign 

Year Per Cent Per Cent Per Cent 


1888 

1893. . 
1898 . 

1899. . 
1900 . 

1901.. 
1902 . 

1903.. 

1904. . 

1906.. 

1906.. 
1907. 

1908.. 
1909 

1910.. 



4.36 
2.92 
2.81 
3.44 
3.35 

3.00 
3.12 
3.44 
3.46 
3.39 

3.37 
3.61 

4.00 
3.60 
3.72 
4.61 1 

Royal St 


3.43 6.61 

4.09 6.53 

3.07 3.97 

3.27 5.1 1 

3.20 4.05 

3.40 5.34 

3.21 4.94 

3.21 5.77 

3.78 5.83 

3.78 4.99 

3.85 5.14 

3.99 4.90 

4.04 4.96 

3.96 4.88 

4.19 4.85 

4.08 4.85 



Thus, with but five exceptions, the average promised yield on 
new domestic securities floated in British markets was lower than 


that on securities issued by colonial enterprises, and, without 
exception, the average return on domestic flotations was substan- 
tially below that promised on foreign securities during the period 
covered. Furthermore, the return on colonial enteiprises was 
below that promised on foreign securities. 

After World War I a radical change took place in the position 
of the United States. A vast accumulation of capital piled up 
in this country, which sought employment in foreign fields, partly 
in the rebuilding and financing of nations devastated during the 
war, and partly in financing less developed nations. The same 
phenomenon became noticeable here that had previously existed 
in the British situation. Interest rates were low at home, as 
contrasted with the promised return on investment in German, 
Japanese, Italian, and South American enterprises. The failure 
of our domestic capital needs to grow as rapidly as capital ac- 
cumulation and the promise of a substantially higher return on 
foreign investments led to a large expansion in the latter field. 

Because of the numerous defaults in the 1930’s, and our losses 
on foreign investments, it is unlikely that private investment 
will be interested in this field for some time, save possibly in 
Canada. Such loans as are made for reasons of national policy 
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are likely to come from the Federal treasury. Political condi- 
tions after the conclusion of World War II and the amount of 
financial strain which that effort places upon our domestic finan- 
cial markets will determine our attitude towards foreign in- 
vestment. 

Interest versus profits. In economic theory the return on in- 
vested capital is called “interest,” and up to this point in our 
discussion we have accepted this meaning of the term. Theo- 
retically, capital is entitled to a return which is devoid of all risks 
and which is in no way associated with the management of enter- 
prises, for the return allocated to the entrepreneur or business 
manager is known in economic theory as “profits.” We should 
have completely overlooked the practical aspects of the situation, 
however, had we concluded our discussion at this point. We are, 
in fact, compelled to recognize the practical, as well as the theo- 
retical, viewpoint of the investor. Credit instruments, such as 
bonds and notes, it is true, do bear fixed rates of interest ; and, in 
respect to the return on capital invested in this type of security, 
we are correct in confining our discussion to a study of current 
interest rates. But this type of security represents only a small 
part of the invested capital of the country. One must consider 
also the large amount of preferred stocks outstanding, the return 
on which, although not contractual, is frequently regarded as 
fixed in very much the same way that interest is. In theory, the 
return on a preferred stock is partly interest and partly profit,^ 
since all stocks, both preferred and common, represent owner- 
ship in the corporation; yet the average investor probably regards 
dividends received on preferred stocks just as much a return on 
capital as he does the interest which he receives on bonds. 

Common stocks, on the other hand, present an even more com- 
plicated problem. For not only is a part of the return received 
on this type of security more purely profit as contrasted with in- 
terest, but the forms in which the return may come are varied. 
In fact, the return on common stock investments may be received 
in any or all of the following ways : dividends, subscription rights, 
surplus accumulation, or appreciation in market value. Theo- 
retically, therefore, as well as practically, the return on such se- 
curities appears as a participation in profits, in that it is a 
residual, not a fixed, claim. For the sake of clarity, the differ- 
ences in the terminology of business practice, or accounting, and 
of economic theory must be kept in mind. In business practice, 
“interest” is the contractual rate paid to creditors, such as bond- 
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holders and mortgagees, and dividends are paid to stockholders, 
both common and preferred, out of the residual earnings, which 
are called the net profits. In economic theory, the term “inter- 
est” refers to that imaginary fraction of the return to the supplier 
of capital, whether his legal position is that of creditor or owner, 
for the use of capital if such use entails no risk. Any surplus 
over this imaginary amount represents economic profits, which 
are in the nature of a premium for risk of capital loss. Presum- 
ably this premium demanded by the investor will be but a small 
part of the promised return m the case of well-protected bonds, 
somewhat more for second-grade bonds and preferred stocks, and 
relatively large for common stocks. 

Return on invested capital in selected groups of enterprises : 
industrial earnings, 1910-1913. As one would expect, our task 
from now on will be somewhat more complicated than when we 
were discussing the pure rate of interest. At that time we were 
dealing with a definite phenomenon, which has long been studied 
and on which there is a mass of related and consistent data. In 
considering the return on various classes of stocks, on the owner- 
ship equity in businesses, or on the total capital investment in 
enterprises where pure interest and a return for risk are both 
present in varying degree, one must be content with less satisfac- 
tory evidence. 

We shall first analyze the return on broad classes of invested 
capital — that is, the return on total capital invested in certain 
selected types of industry. Thereafter we shall take up in more 
detail the return on selected classes of stocks, such as preferred 
and common. 

In a study made by the authors of the rate of earnings on 
capital invested in industrial enterprises for the years 1910, 1911, 
1912, and 1913, it was found that twenty-five companies aver- 
aged between 5.7 and 7.2 per cent on their total capital invested.^ 
This was substantially lower than one would normally expect, 
in view of the risks inherent in industrial enterprises. We are, 
however, dealing with averages which include high- and low- 

’The average retura for specific years was as follows: 


Average 
Per Cera 
Earned hy 

Year SS Cos. 

1910 6.7 

1911 5.7 

1912 7.0 

1913 7.3 
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earning concerns.'* One of the characteristics found among in- 
dustrial concerns is a wide variation in the ratio of earnings to 
investment. Some companies consistently earn very high rates. 
The Ford Motor Company, for example, was able consistently 
to earn throughout this period well over 100 per cent on its book 
investment. Other companies during the same time were unable 
to earn a rate equal to that promised on high-grade bonds. It is 
the expectation of a high return, not the existence of a given 
average return, that attracts capital into industrial investment. 

Earnings of miscellaneous companies, 1917. The average 
rate of return shown for industrials in the preceding study cov- 
ering the 1910-1913 period was somewhat lower than that shown 
for 31,045 selected corporations studied in another connection for 
the year 1917. One would expect the average return on capital 
invested in industrial enterprises to be high in 1917, however, on 
account of the large amount of war business handled during that 
year and the rapidity with which prices advanced in 1916 and 
1917. The composite result for these 31,045 corporations, based 
on a report by the Treasury Department to the Senate, showed a 
total net income before taxes of $4,760,996,000 on an invested 
capital of $22,000,000,000, the per cent return here being 21.7." 

'Another .study for the years 1912 and 1913, which, unfortunately for our 
purpose, mixed industrial and utility data, showed earnings of $56,613,669, or a 
return of 13.67 per cent earned upon an invested capital of $406,829,348. The 
data, drawn from an accountant’s file, show that the concerns were probably 
more prosperous than average. Of 158 reports, 117 showed earnings of eight 
per cent or more, in spite of poor business conditions. See Sterrett, J. E., “The 
Comparative Yield on Trade and Public Service Investment” Amerioan Eco- 
nomic Review, Vol. VI, pp. 1-8. 

“See Friday, David. Profits, Wages and Prices (New York: Haroourt, Brace 
& Co„ 1921), pp. 35-37. 



Net Income 

Invested 

Percentage Net 
Income before. 

Income Range 

before Taxes 

Capital 

Taxes to In- 

Percentage 

(000 mmUed) 

(000 omitted) 

vested Capital 

Tinder 10 

$477,013 

$6,250,000 

7.6 

10-16 

389,211 ' 
578,015 

3,000,000 

13.0 

16-20 

3,400,000 

17.0 

20-25 

. . 666,799 

2,600,000 

21.8 

26-30 

324,599 

1,200,000 

27.0 

30-35 

301,186 

1,000,000 

30.1 

36-40 

389,700 

1,100,000 

35.4 

40-60 

1,189,719 

2,700,000 

44.1 

60-75 

293,185 

600,000 

68.6 

76-100 

133,416 

160,000 

89.0 

Over 100 

118,162 

100,000' 

118.1 

Total . 

$4,760,995 

$22,000,000 

21.7 



THE RETURN ON INVESTED CAPITAL 


67 


The average for all corporations, however, would undoubtedly 
be lower than this figure, for, according to Tre^ury reports, 
119,000 corporations showed no net income at all in 1917. This 
latter figure is almost four times as large as the number of the 
corporations which show an income, and this situation existed in 
spite of conditions which created unreal, inflationary profits. 

These figures are given for what they are worth, although it 
is hard to see how they can be used as a basis for broad generaliza- 
tions. As already indicated, they are based on operations during 
a war year and comprise only corporations which actually showed 
a profit.^" Furthermore, they comprise a heterogeneous group of 
companies in different lines of business. 

This last objection, however, has been overcome, to some ex- 
tent, in that 30,892 of the companies listed have been grouped 
into 5 selected classes and the average rate earned by each class 
on capital invested shown separately. The results of this study 
are shown in the following table: 

‘ PERCENTAGE OF EARNINGS TO CAPITAL 
OP 30,892 CORPORATIONS: 1917 


Percentage Financial Railroads Transpor- Manufactur- 

Net Income Corpora- and Public tation by Agricid- ing and 

to Capital tions Utilities Water lural Mining 

Under 10 23.3% 78.2% 2.8% 14.3% 2.4% 

10-20 63.9 20.6 1.9 30.2 19.6 

20-30 10.8 1.1 7.2 20.0 20.7 

Over 30 2.0 0.1 88.1 35.5 67.3 


From these data for the year 1917 it appears that the lowest 
rate of return was found in the railroad and public utility group. 
A partial explanation of this situation undoubtedly lies in the 
fact that both these industries are regulated as to the rates that 

“ The following table, taken from Mudgett, Bruce D.. “The Course of Profits 
During the War," Annals of the American Academy of Political and Social 
Science, May, 1920, p. 148 ff., will seiwe to illustrate the extent to which indus- 
trial profits advanced during the war period: 


RATE EARNED BY SELECTED INDUSTRIALS ON INVESTED 
CAPITAL DURING PREWAR AND WAR PERIODS 
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they may charge and the conditions under which they may render 
service. Thi§ situation applied not only to public utilities at this 
time, but also to railroads, particularly those doing an interstate 
business and coming under the control of the Interstate Com- 
merce Commission. A study of railroad rates from 1910 to 1920 
will show that they failed to advance an5rwhere nearly so fast as 
prices. With rapidly increasuig operating expenses, therefore, 
one would expect a decreasing return in this industry during this 
period. In public utility enterprises, an 8 per cent rate was often 
allowed on the fair value of property used for public service, 
although the rates allowed today are much lower than this. 
Even where a conscientious effort is made to allow rates which 
wiU yield the public service corporation a fair return, such cor- 
porations are at a distinct disadvantage during periods of rising 
prices. There is an inevitable delay in the legal processes which 
must be experienced in order to obtain sanction for new rates, 
and this prevents the utility from advancing its rates as fast as 
the prices of materials and labor increase. Particularly during a 
period of advancing prices, therefore, would one expect the rate 
of profit of such corporations to be lower than that found in 
many industrials. 

Recent tendencies in industrial earnings. In normal times 
one might also argue that the rate of return on capital invested 
in railroad and public utility enterprises should be lower than 
that found among industrials, on account of the low risk in the 
former type of enterprise as compared with the latter. To a 
certain extent this is true. Some industrial concerns earn on an 
average very high rates on their invested capital. 

A very comprehensive study of industrial profits is the result 
of an analysis of corporation Federal income tax returns by Pro- 
fessor Nerlove.“ Unlike some compilations, his results include 
unprofitable as well as profitable corporations. The rates of re- 
turn shown in the table are based upon net profits after interest 
but before Federal income taxes, and invested capital is taken as 
the book net worth, which includes preferred stock, common 
stock, and surplus or deficit. Because the amount of borrowed 
capital through bond issues is not of major importance for in- 
dustrial corporations, it seems probable that the return on total 
invested capital would give a set of figures very similar to those 
shown on the next page. 

“Nerlove, 8. H., A Decade of Corporate Incomes, 19S0 po 19S9 (Chicago: 
University of Chicago Press, 1932), pp. 40, 42. 
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RATE OF RETURN EARNED ON OWNED INVESTED CAPITAL 
OP INDUSTRIAL CORPORATIONS: 1920-1929 
(By Per Cents) 

All Mining mid Manur- Con- 

r Industrials Quarrying facturing struclion Trade 


1920 7.0 8.1 9.5 10.5 7.3 

1921 1.1 -4.4 -0.2 2.3 -0.6 

1922 6.0 0.3 7.5 5.9 8.6 

1923 7.5 -0.6 9.9 11.7 11.0 

1924 6.4 -0.9 7.5 11.3 9.1 

1925 8.3 4.1 9.6 13.2 10.3 

1926 7.9 4.6 9.2 12.8 8.7 

1927 6.8 0.7 7.6 12.4 8.0 

1928 7.9 2.3 9.2 11.2 9.1 

1929 7.7 4.1 9.7 10.9 6.7 

Average.^. . . 6.6 1.8 8.0 10.2 7.8 


In view of the known risks in the mining field, the return shown 
in the table suggests that the field has more allurement than 
profits for the capitalist. On the other hand, a substantial part 
of book investment in this field may be represented by the mines, 
exclusive of development and equipment, at arbitrary valuations 
set by the corporate promoters. However such values are arrived 
at, they represent a capitalization of hopes rather than tangible 
outlay in productive goods requiring society’s savings, and con- 
sequently, the rate of return has a somewhat different meaning 
for this special type of business. 

Among the other three groups — trade, manufacturing, and 
construction — the risks and uncertainty would appear to be in 
the same order as the rates of return. During the years immedi- 
ately following 1929, profits were reduced least for the trade 
group and most for construction, at least for major corporations. 

INDUSTRIAL PROFITS AS A RETURN UPON NET WORTH 

1929 13.5% 1935 6.6 

1930 6.7 1936.. 10.2 

1931 2.6 1937 10.5 

1932 4def. 1938 4.8 

1933 2.7 1939 8.4 

1934 4.3 

The course of industrial profits in these later years may be 
judged from the compilations of the National City Bank of 
New York (published in recent years in the April number of 
their monthly bulletin). These figures for major corporations 
indicate a trend, although for a smaller section of the industrial 
community than is shown in the first table above, total “invested 
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capital” for this group amounting to but 129,231,000,000 as of 
January 1, 1931, as compared with $64,220,000,000 in the Nerlove 
study in 1929. The other major difference between the two sets 
of figures is that the National City Bank figures are net profits 
ajter Federal income taxes, rather than before. The higher rate 
of return shown for 1929 by these figures, 13.5 per cent as com- 
pared with 7.7 per cent (shown m the Nerlove study), may be 
due to the ability of large corporations to earn a higher return, 
although other possible factors might be more conservative ac- 
counting for investment by the larger corporations or a more 
generous distribution to the owners of smaller concerns in the 
form of salaries in order to minimize income taxes. 

Because these major corporations show the same tendencies 
as business generally, it may be concluded that the return upon 
net worth for industrial corporations was lower and more fluctu- 
ating during the 1930’s than the 1920’s. With war disturbances 
abroad, instability is likely to be continuing. The influence of 
national defense, and even of inflation, may increase earnings, 
but there will be a potent restraint in rising taxes upon income 
and possibly in price-fixing. 

Earning power of capital of railroads and utilities. Whatever 
may be said of the average earning power of industrial corpora- 
tions, it is true that a much more constant rate of earnings is 
maintained by public utilities. In other words, there is a far 
greater stability of return among such corporations than among 
industrials. This stability is due in part to the control exercised 
over rates and charges as already suggested, and in part to the 
nature of such enterprises. Competition, ever present in the in- 
dustrial field, is replaced by regulation in the public utility field. 
There is little to fear from style changes, or changes in popular 
tastes and fashions. The problem of obsolescence is minimized, 
and the services furnished by utilities are of a necessary character 
and are purchased in much the same quantity whether times are 
good or bad. Thus, even though government control and regula- • 
tion of rates may for a time operate to the disadvantage of utili- 
ties, on the whole, such regulation results in much greater 
stability. 

Complete data are available to show the average return on 
capital invested in railroad enterprises of this country for many 
years. The following table, supplementing the 1917 figures al- 
ready shown, records the per cent earned on the aggregate value 
of railroad property for recent years; 
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EARNINGS ON INVESTMENT IN RAILROAD PROPERTY IN THE 
UNITED STATES: 1916-1938t 

Net RailvMij Return on 
Irweximeni* Operating Tncotne Investment 


Year 

(000 omitted) 

(000 omitted) 

(by per cent) 

1916 

. . . $17,842,777 

$1,058,506 

SM 

1918 ... . 

.... 18,984,756 

646,223 

3.40 

1920 

19,849,320 

12,101 

.06 

1922 

. . , 20,580,168 

769,411 

3.74 

1924 

22,182,267 

984,463 

4.44 

1926 

23,880,740 

1,229,020 

6.15 

1928 

24,875,984 

1,182,467 

4.75 

1930 

26,051,000 

874,154 

3.36 

1931 

26,094,899 

528,204 

2.02 

1932 

26,086,991 

325,332 

1.25 

1933 

, . .. 26,901,962 

477,326 

1.84 

1934 

25,681,608 

465,896 

1.81 

1935 

25,500,465 

005,415 

1.98 

1936 , . . 

, . . 25,432,388 

676,600 

2.66 

1937 

25,636,082 

597,841 

2.33 

1938 

25,595,739 

376,865 

1.47 


t Compiled from Interstate Commoree Commission, SlaliUict uf RailroaiU in the 
United Slates (annual). 

* Prior to 1926, figures include investment of leased lines and exclude invcstraent 
of proprietary companies which do not render annual reports. In this column, no 
allowance is made for cash and material and supplies, and no deduction is made for 
depreciation. 

Fluctuations were marked by depression in the period 1918-1921 
and again in the 1930's, but were relatively less than those shown 
for industrial corporations as a group. The combination of in- 
fluences in the form of Federal legislation and regulation and 
external economk forces are more appropriately discussed at a 
later point.^® Although the Transportation Act of 1920 held out 
the hope of an average return falling between 5.6 and 6 per cent, 
the actual earnings ran between 4 and 5 per cent of book invest- 
ment during the prosperous 1920’s and fell to the level of 2 per 
cent in the late 1930’s. 

Public utility earnings. The situation at present in respect to 
public utilities is akin to that found in the railroad industry in 
certain particulars, but it differs in other particulars. It has 
already been suggested that public utilities are subject to com- 
mission regulation in the matter of rates and service. .In fact, 
nearly every state in the Union now has some form of utilities 
commission. It is true, however, that the attitude of the courts 
and commissions in respect to rates has been somewhat more 
liberal than in the case of our steam roads. Whereas in recent 
years the railroads have been unable to earn anjfthing like a fair 


'See Chapter IS. 
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return, the utilities, which were regulated to earn between 7 and 
8 per cent in the 1920’s, have been allowed to earn about 6 per 
eentd® 

In practice, also, the return on capital invested in so-called 
public utility enterprises exceeds the return earned on capital in- 
vested in railroad corporations. The return earned in some re- 
cent years on the total aggregate value of the property account 
of certain electric and gas utilities located in the largest cities is 
shown in the following table: 

PER GENT OF OPERATING EARNINGS TO PLANT AND 
EQUIPMENT OP LEADING METROPOLITAN UTILITIES* 

1939 6.4 1933 6.2 

1938 6.1 1932 6.5 


1936 6.7 1930 7.6 

1936 6.6 1925 7.8 

1934 5.9 

* Compiled by authors. 

The table indicates that in recent years the average percentage 
earned runs slightly in excess of 6 per cent.^* This group of com- 
panies had total property amounting to $4,299,000,000 in 1937, 
and they are probably representative of the industry. In 1937, 
the combined gross fixed property of commercial electric com- 
panies in the United States was estimated at $14,048,000,000. 

In the telephone industry, the.return earned by the American 
Telephone and Telegraph Company, the so-called Bell system, 
is shown in the table below This system operates about seven 

PER CENT OF NET OPERATING INCOME TO NET PLANT 
INVESTMENT OP BELL SYSTEM; 1929-1939* 


1939 6.6 

1938 6.9 

1937 6.6 

1936 7.0 


1931. 


1930. 


6.1 

5.6 

6.8 

6.9 


1934 .'.' 5.4 

* Compiled by authors. 


“For a list of decisions beai'ing on the question of a fair return for utilities, 
Bee Chapter 15. 

“ The net plant used in these calculations was somewhat less than the combined 
capital stiTjoture (bonds plus net worth) for strictly operating companies, and, 
consequently, the return on the latter figure would be slightly lower. 

“ Because of the more substantial depreciation reserves carried by the 
American Telephone and Telegraph Company, the net plant — that is, less 
•depreciation reserve— seemed the more appropriate basis for showing return 
than the gross plant. The percentages figured upon gross plant were: 1939, 4.7: 
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eighths of the present total plant investment in the United States. 

The net capitalization of electric railways in 1929 amounted 
to $5,352,974,617, whereas gross earnings available for charges 
were $139,871,350. The approximate ratio of earnings to capi- 
talization was thus 2.6 per cent. 

Recent earnings of national banks. Recent data showing the 
return on capital invested in national banks are available from 
the reports of the Comptroller of the Currency. For the five 
years 1925-1929, inclusive, the average ratio of net earnings to 
the total book investment of the stockholders (the sum of capital 
stock, surplus, and undivided profits) for all national banks was 
7.89 per cent, with but little variation from year to year. The 
record since, as shown in the following table, has been more er- 
ratic, although showing substantial recovery in the later years: 


STOCKHOLDERS’ INVESTMENT AND NET EARNINGS OE 
NATIONAL BANKS: 1925-1939* 



Capital 

Net 

Per Cent 

Years Ended 

Fundsf 

Earnings 

Earned on 

June SO 

{000 omiited) 

(000 omiiied) 

Net Worth 

1939 

$3,331,650 

$224,954 

6.75 

1938 

3,246,886 

208,423 

6.42 

1937 

3,186,577 

286,561 

8.99 

1936 

3,123,493 

241,654 

7.74 

1935 

3,048,535 

71,372 

2.34 

1934 

2,920,783 

S0S,S46 (def.) 

10.89 

1933 

3,166,232 

318,384. (def.) 

e.93 

1932 

3,564,857 

189,780 (def.) 

8.93 

1931 

3,625,131 

52,541 

1.46 

1930 

3,881,186 

246,261 

6.35 

1926-29 (average). . 

3,292,778 

259,477 

7.89 


+ Compiled from Annual Reports of CompIroUer of Currency, 
t Capital Stock, Surplus Undivided Profits, and after 1931, Eeaerve 
Contingencies and Preferred Stock Retirement Fund. 


The average capital invested in banking enterprises has, dur- 
ing recent years, shown an earning capacity substantially in 
excess of that of capital employed in transportation, and about 
equal to that employed in public utility enterprises. Banks, un- 
like the utilities, are competitive and are regulated primarily to 
insure their solvency. While risk for bank stock investments has 
been considerable, reaching a climax in 1933, there is hope that 
failures will be greatly lessened in the future. 

Our discussion might be continued to include the return on 
other broad classes of capital; but enough has been said to enable 
us at least to make certain generalizations. In the industrial 
field, which embraces manufacturing, mining, and merchandis- 



74 THE RETURN ON INVESTED CAPITAL 

iiig concerns, we find the highest returns and the widest variations 
between enterprises. The average, or normal, return, if such 
may be said to exist, apparently does not exceed that found in 
the public utility group. The attractions held out by industrial 
investments arise from the possibility of high profits where the 
enterprise is successful, and from a minimum of public regulation. 
The possibility of a high return apparently offsets the inherent 
risks of this class of investment. Public utility enterprises and 
railroads are regulated in respect to rates and in the past were felt 
to embody less investment risk than industrial enterprises. In 
recent years experience has dashed that belief as far as railroads 
are concerned. Where they earned between 4 and 5 per cent 
in the prosperous 1920’s, their earnings in the late 1930’s were so 
low as only about to equal interest charges. Utilities enjoyed 
the greatest stability but average return has declined in the 
period reviewed. Although commercial banks suffered extremely 
heavy losses, the surviving institutions have shown substantial 
recovery in recent years. As in the case of industrials, financial 
institutions tend to show more variability in the rate earned 
among different companies and in different periods of the busi- 
ness cycle, 

The return on stocks. There remains one more aspect of the 
problem to be considered. It will be recalled that we started 
our analysis of the return on invested capital by considering 
interest rates. Thereafter we considered the return ' on total 
invested capital in certain enterprises. The two concepts are 
the same in some respects, but different in others. The essential 
difference lies in the distinction between interest and profits. 
Interest is a return on capital pure and simple, while the aggre- 
gate return which we subsequently studied embodies interest 
and profits. Or, looked at in another way, any tjrpical enterprise 
will distribute the total return earned on its invested capital 
partly in the form of interest to those contributing capital to the 
enterprise and partly as profits to those who assume the risks of 
the business by making capital contributions as owners and not 
as creditors. We come now to thd last form of distribution; 
that is, the return to the owners of the business — the stockhold- 
ers. In other words, what return may the investor expect as a 
stockholder in an enterprise, or as an owner, in contrast to the 
return he might expect if he were a creditor, or a bondholder? 
This question will be taken up first in respect to preferred stocks 
and later in respect to common stocks. 
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Yield on preferred stocks. Although differing fundamentally 
from the bondholder in theory, the preferred stockholder in prac- 
tice occupies a position almost identical with that of the bond- 
holder. The return which he receives is, it is true, a participa- 
tion in profits and not an assured or promised return. Yet his 
return, except in the case of special classes of preferred stock, is 
limited to the rate of dividend specified in the stock contract. 
The only assurance that he will receive any return at all comes 
from the financial condition of the business, there being no prom- 
ise on the part of the corporation to pay the dividend specified. 
Yet, the practical aspects of the situation so far outweigh the 
theoretical that preferred stocks sell strictly on a yield basis 
except when dividends are in arrears, or where the financial con- 
dition of the company is such as to jeopardize the continuance 
of the dividend. That is, as a class, the same factors that govern 
the return on bonds govern the return on high-grade preferred 
stocks. 

We may, therefore, conclude our discussion of preferred stocks 
with the following observations: 

1. If a preferred stock could be found which was absolutely 
devoid of risk, it would tend to sell to yield the same return to 
the investor at any given time as a long-term, high-grade bond. 
The characteristics which would differentiate two such issues 
otherwise statistically alike would be: 

(a) Fixed versus contingent charge. The fact that bond 
interest is a fixed obligation, the failure to pay which will 
cause receivership, means that it is more certain of payment 
in difficult times. A preferred dividend may be passed 
either because of the absence of surplus from the balance 
sheet or beea,use of a desire to conserve working capital. 
Neither of these reasons would be sufficient to prevent the 
payment of interest. In good times, these two factors ap- 
pear unimportant, but when the outlook for a corporation 
is uncertain, they are likely to make for a marked difference 
in the estimate of investment risk as it is reflected in market 
price. 

(h) Maturity. Preferred stock has no maturity date, a 
fact which might permit somewhat greater price fluctuations. 
The difference is probably minor, at least in the case of 
long-term bonds. 

(c) Tax status. Formerly dividends were not subject to 
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the Federal normal income tax, so that preferred stock had 
a slight advantage over a similar bond. Sometimes the 
status of preferred stocks and bonds differs with respect to 
state and local taxation. 

(d) Legality for fiduciary investment. The fact that pre- 
ferred stocks are not so generally permissible as are bonds 
for life insurance companies, savings banks, and trustees 
would be another minor influence. 

2, In practice, however, preferred stocks generally have some- 
what higher investment risk than bonds, and hence sell at yields 
somewhat in excess of those shown for bonds. Usually, high- 
grade preferred stocks sell to yield from % to 1 per cent above 
the yield of high-grade bonds in the same type of industry, and 
this spread is maintained as one descends to lower types of bonds 
and stocks. The table below compares the yields on average 
market prices of fifteen high-grade industrial bonds and twenty 
high-grade industrial preferred stocks.^® The diminishing spread 
between the two series is significant of a changing public attitude 
which shows increased favor toward preferred stocks. Since the 
relative quality of the two series may not have remained con- 
stant, care Aould be exercised in interpreting the spread. An 
examination of the individual issues indicates that the companies 
represented in the bond series suffered rather more in the years 
1932-1933 than those represented in the stock series. 


YIELDS AT MARKET PRICES OF HIGH-GRADE INDUSTRIAL 
BONDS AND PREFERRED STOCKS* 


Year 

Preferred 

Stocks 

Bonds 

Year 

Preferred 

Stocks 

Bonds 

Year 

Preferred 

Stocks 

Bonds 

1010 

6.30 

4.83 

1920 

6.79 

6.01 

1930 

5.54 

4.96 

1911 

6.28 

4.78 

1921 

6.80 

5.96 

1931 

5.90 

5.61 

1912 

6.27 

4.81 

1922 

6.14 

5.21 

1932 

7.32 

7.46 

1913 

6.56 

4.99 

1923 

6.12 

5.26 

1933 

6,71 

6.93 

1914 

6.49 

4.93 

1924 

6.08 

5.21 

1934 

5.80 

6.29 

1915 

6.48 

4.97 

1925 

5.90 

6.06 

1935 

5.23 

4.61 

1916 

6.19 

4.89 

1926 

5.78 

4.91 

1936 

5.04 

4.37 

1917 

6.42 

6.09 

1927 

5.51 

4.S3 

1937 

5,14 

4.60 

1918 

6.70 

5.46 

1928 

6.36 

4.88 

1938 

5.17 

5.07 

1919 

6.31 

5.40 

1929 

5.49 

6.06 

1939 

4.96 

5.01 

* Compiled from Trade and 

SeairiHea Service, Stsndatd Stotistioa 

Co 




“For a limited sample of railroad prefewd stock yields, compared with 
bond yields by rating' groups, see Gutbmarm, Hariy G,, “Railroad Security 
Yields to Investors: 1924, 1926 and 1928," Journal of Land and Public Utility 
Economics^ August, 1931, pp. 256-259. 
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Return on common stock investments. The common stock- 
holder is the real owner of the enterprise, and his return, theoret- 
ically as weU as practically, includes a larger element of profit 
than that of other classes of security holders. In consider- 
ing the return on common stocks, one might proceed by com- 
paring earnings to the par value, or to the book value, of the 
stock, yet such a comparison would be of little practical use. 
The real interest of the investor centers on a comparison of the 
market price of the stock with the “earnings available” therefor. 
It should be noted that earnings and not dividends are here con- 
sidered, for the reason that aU earnings of the corporation, 
whether reinvested in the business or paid out as dividends, 
actually belong to the common stockholder. Where they are 
reinvested in the business instead of being paid out as dividends, 
the value of the equity behind the stock is increased by the 
amount of such retained earnings. Ultimately the common 
holder should get this return in the form of a larger current divi- 
dend rate, of appreciation in the value of his holdings, or of both. 

A comparison of the market price of common stocks with 
earnings available will indicate, therefore, the real return which 
the investor receives. In this way only can we reduce to simple 
terms the current return which he is able to command by the 
commitment of funds in this type of investment. It is also true 
that such a study goes somewhat farther than did our previous 
discussion of the rate at which capital invested in various enter- 
prises is able to earn, for in that discussion we confined ourselves 
to a comparison of earnings with the book value of the invest- 
ment. The market value of the investment in an enterprise 
may, at any time, and generally does, vary from the book value 
of the investment. The mere fact that the railroad industry 
earned but 5 per cent on invested capital in 1925 does not mean 
necessarily that the purchaser of common stock in a typical rail- 
road company would have paid book value for such an invest- 
ment and been content to receive a 5 per cent return. As a 
matter of fact, a study of market prices of stocks wiU prove con- 
clusively that the investor often expects and demands a return 
on his investment in excess of the rate which the book value of 
his investment is able to earn. In other words, the market value 
of stocks is often below book value, but not necessarily so. At 
other times, market price may exceed book value. Market, 
rather than hook, value is emphasized because it represents the 
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amount which the investor must pay at a given time to acquire 
the investment. 

In contrast with our previous discussion as to the rates earned 
on the book value of railroad and industrial investments, let us 
compare the rate of earnings on the market value of ownership 
equity therein as evidenced by stock prices. The following 
table^’’ will show the return on railroad and industrial common 
stocks based on average market prices, for the years 1928 to 
1930, inclusive: 


RATIO OF EARNINGS TO MARKET PRICES— 
20 RAILS AND 20 INDUSTRIALS 


Year 


Rail Stockis Industrial Stocks ■ 


1930 6.2% 6.1% 

1929 8.3 5.6 

1928 8.5 6,0 


Contrary to what one might expect, industrial stocks during 
these three years sold on a higher multiple of earnings, or at 
a lower capitalization rate, than did railroad stocks. The prob- 
able explanation of this discrepancy lies in the attitude of invest- 
ors toward the railroads at that time. The experience with gov- 
ernment operation during and after World War I had not lieen 
forgotten, and there was still doubt as to the ability of the rail- 
roads to maintain the then existing rate of earnings. Moreover, 
the possibilities of growth for the industrials were receiving in- 
creasing emphasis. Then, too, with a much larger number of 
industrial corporations to choose from, the largest and most 
stable were selected, most of which paid some dividend through- 
out the ensuing depression. In contrast the number of dividend- ' 
paying railroad stocks was so small as to make a continuation 
of that series through the 1930's impractical. 

The market prices of securities, particularly common stocks, 
are subject to wide and sometimes erratic changes. Industrial 
earnings likewise vary greatly from year to year. With such 
instability in the two factors of the equation, it is reasonable to 
suppose that the per cent of earnings to the market price of 
common stocks will likewise fluctuate rather widely from year 
to year, and that the ratio between different groups of companies 
in the same year will also tend to fluctuate. For example, the 
average return on a group of selected industrials during the 

"Computations made by the authors, using twenty representative rail stocks 
and twenty industrial stocks of major corporations of the more stable type. 
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period 1922-1939, inclusive, varied from 10.74 per cent in 1923 
to 4.90 per cent in 1934.^® The return by years for these leading 
better-grade issues is shown in the table given below: 

AVERAGE DIVIDEND YIELD AND RATIO OF EARNINGS 
TO MARKET VALUE— 20 INDUSTRIALS: 1922-1939 


Year 


Dividend Yields 
Market Price 


1932. . 

1931 . . 

1930. . 

1929. . 


4.69% 

4.55 

5.12 

4.41 


6.01 

4.42 

3.52 


1926, 

1925. 

1924. 


1922 

D&fiuiiiS OTnitted in tho uveragiDg ] 


4.60 

4.27 

5.08 

5.12 

4.72 


Earned on 
Market Price* 
6.78% 
5.02 


5.76 

4.90 

5.12 

5.76 

S.7S 


S.Sl 

8.77 

10.04 

10.74 

10.60 


This table would indicate that the market prices of industrial 
common stocks of the type most favorably regarded for invest- 
ment purposes have typically shown an earnings return of be- 
tween 4 and 6 per cent. In,, the speculative enthusiasm of 1928 
and 1929, prices rose enough; to reduce this percentage below the 
4 per cent level; while in the depression markets of 1931 and 
1932, the return rose to' 6.01 per cent and 7.46 per cent, respec- 
tively. Less favorably regarded industrials would be expected 
to show a higher and more variable ratio of earnings to average 
market price in years that did not produce actual deficits. As 
would be expected, earnings, and so earnings return, fell below 
dividends and dividend yields in the depression years 1931 and 
1932. Those corporations whose earnings failed to recover after 
1932 adjusted their dividends accordingly. A study of the earn- 
ings to market price data suggests three things: (1) a reappraisal 
by the public of common stocks during the 1920's, representing 
an appreciation of their growth possibilities; (2) a continuance 


“The individual items, before averaging, ranged from 0.03% to 33.66% (exclu- 
sive of deficits). 
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of the lowered ratio after the depression of the early 1930’s, prob- 
ably the result of an adjustment to the lower level of capital 
return seen earlier in the high-grade bond yield data; and (3) a 
narrowing of the spread between dividend and earnings return, 
which suggests the passage of the period of maximum growth 
for these particular major corporations. With the expansion of 
business and so probably of earnings under the stimulus of large- 
scale national defense spendmg, a corresponding rise in the mar- 
ket prices of industrial stocks might be expected. Actually, fears 
that such profits are temporary in nature and likely to suffer a 
setback in a postwar readjustment is likely to act as a brake 
upon market inflation as it did during World War 
The next table, showing the ratios between earnings and the 
average market price for recent years, indicates the same marked 
change between 1925 and 1930 noted above for industrial and 
railroad stocks. Where the typical metropolitan electric and 
gas common stock showed earnings of 8.4 per cent on the average 
market price in 1925, the return was but 4.5 per cent in 1930. 
With the declining markets of depression this percentage rose 
to 7.7 in 1932, and since then it has fluctuated between 6.0 and 
7.9. The figures represent nine utilities serving the largest cities. 

RATIOS OP EARNINGS TO AVERAGE MARKET PRICE 
OP LEADING ELECTRIC AND GAS UTILITIES* 


1939 7.2% 

1938 7.6 

1937 6.5 

1936 '. 6.0 

1935 7.9 

1934 7.3 


* Compiled by fiuthora. Mediane us 


1933 6.8% 

1932 7.7 

1931 6.1 

1930 4.5 

1926 8.4 


to avoid influence oj a few extreme 


We have no inclusive data relative to- bank stocks at hand, but 
figures compiled on New York bank stocks would indicate that 
they were selling at a higher price, in relation to both dividends 

"See Badger, R, E., Valuation oj Industrial Securities (New York; Prentice- 
Hall, Inc., 1926), p, 122. “If one were to make any general summary on the 
basis of these data, he Would probably come to the conclusion that investors, 
during the past ten years, at least, have insisted on a ratio of earnings to the 
prices of common stocks of industrial concerns ranging between 10 per cent 
and 30 per cent, but, normally, ruuning over 15 per cent.” The data, however, 
were drawn from the years 1912-1921 and are subject to the unusual influences 
of the World War and postwar conditions. Thus the extraordinary earnings of 
1916-1918 were capitalised at a very high percentage for the very good reason 
that they were regarded as temporary. 
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and earnings, than any of the classes of stock so far studied.^® 
See the following table: 

AVERAGE DIVIDEND YIELD AND RATIO OF EARNINGS TO 
MARKET VALUE FOR 17 LEADING NEW YORK BANK STOCKS 

Dividend Yidd on Earned on 


Year Market Price Market Price 

1939 4.53% 5.48% 

1938 4.69 6.09 

1937 3.64 5.02 


It may seem strange that bank stocks should have sold on so 
low a basis in respect to both current dividends and earnings. 
The explanation undoubtedly lies in the fact that these are the 
leading institutions in a center of finance where investment funds 
are plentiful. Similar low return, it has been seen, can be found 
among leading industrial corporations that have topmost pres- 
tige and are regarded as having growth possibilities. Hopes are 
fed by the previous growth of such corporations. By retaining 
earnings and reinvesting them at a high rate of return, a form 
of compound interest accumulation takes place which makes 
future income possibilities appear extremely bright. A former 
factor in the case of major commercial banks, particularly in 
New York City, was the development of security Abates, which 
produced large profits in a short period and were expected to 
continue doing so. The high prices of such common stocks, 
therefore, may be said to anticipate future growth rather than 
to discount present earnings. 

Summary. In the present chapter the return on invested 
capital has been treated under three major heads. We first 
considered the yield on selected types of high-grade bonds and 
found that interest rates, as indicating the contractual return 
on invested capital, have fluctuated during the past forty years 
between about 2^ per cent and 6 per cent. We next considered 
the return on the aggregate capital invested, as reflected by the 
book value, for major corporations in various types of enter- 
prises. The aggregate annual return on capital invested in the 
railroad industry in this country ranged from under 4 per cent 
to slightly over 5 per cent during most of the fourteen years 
preceding 1930. Since then it has averaged about 2 per cent. 
In public utility enterprises the return averaged somewhat 

“Table compiled by authors. Data for earlier years are given in the table 
on p. 527. 
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higher, being between 7 and 8 per cent in the 1920’s, between 
6 and 7 per cent in the 1930’s. The average rate of return for 
all national banks was about the same in good years, although 
the variation from year to year was much greater, and presum- 
ably would be still greater among individual banks. Industrial 
earnings vary greatly among industries and individual concerns. 
Although averaging as low as, or possibly lower than, public 
utilities, industrials do, nevertheless, in individual cases offer an 
opportunity for much higher profits. 

The final question considered was the relation between earn- 
ings and the market return on various classes of stocks. Pre- 
ferred stocks were regarded in much the same light as bonds, 
the rate of return, however, running somewhat higher than upon 
bonds of a similar position. In the case of common stocks, how- 
ever, the market expresses the return required in various indus- 
tries to attract new capital. Thus common stocks of electric 
light and power companies during recent years have sold upon a 
very fluctuating basis, but upon the average presumably some- 
where in the neighborhood of 12 to 17 times earnings, or on a 
basis calculated to show earnings of from 8 to 6 per cent on mar- 
ket price. Railroad common stocks have sold on a somewhat 
lower ratio to earnings: probably averaging about 10 times earn- 
ings in the more normal years. Industrials show the greatest 
variation but leading issues of the more stable earnings type 
showed a ratio of about 10 times earnings in the early 1920’s 
but have since declined and tended to move between 15 and 18 
times earnings in recent years. Bank stocks have sold at sub- 
stantially higher prices than any of the other groups. These 
averages vary from time to time in accordance with general mar- 
ket conditions and furthermore will vary widely in different com- 
panies. The general picture only has been given at this time. 
Subsequently we shall consider in more detail the factors which 
cause variations in the ratio in specific cases. 
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Defermina+ion of an Investment Policy 


To many individuals the act of investment consists simply in 
selecting and purchasing conservative securities. There is no 
effort on the part of such individuals to study the particular 
circumstances surrounding the beneficiaries of the funds at their 
disposal or to construct definite policies to guide themselves in 
the administration of such funds. It is unfortunate that this 
situation should exist in so many cases, for, without a definite 
and constructive investment program, it is impossible for one 
to secure the maximum benefits from the capital funds at his 
disposal. This is true, not only in cases where the individual 
is managing his own funds, but also where he is managing the 
funds of a trust, a bank, an insurance company, or a corporation. 
The first step in the investment process, therefore, should be the 
mapping out of a definite policy. 

How a definite policy is determined: problem of the business 
man. The particular plan or program to be adopted in a given 
case will depend on the circumstances which surround the owner 
or beneficiary of the fund at issue, or the purposes for which the 
fund has been set up. The truth of this statement will be better 
appreciated if we consider briefly the situation as it presents 
itself in respect to certain types of funds. Let us suppose that 
a young business man has reached that point in his career where 
he finds it possible to save a few thousand dollars annually. His 
present salary is sufficient to meet all current needs, so that he 
is not dependent in any way on his 'investment income. His 
ii1 t.i-mfl. tp. purpose is, of course, to build up an estate sufficient to 
83 
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support himself in old age and to provide for his family at death. 
What broad policies should he adopt in this investment plan? 

Functions of life insurance. His first step should be to con- 
tract for enough life insurance to support his family in the event 
of an untimely death. The amount of insurance that he can 
carry will depend on his income, it is true; but at least 25 per 
cent of his savings should be allocated to life insurance. If his 
annual savings amount to |4,000 at thirty-five years of age, this 
will enable him to carry about $40,000 of straight life insurance. 
In this way he has created an estate, so to speak, at the start 
of his career. This should be built up as rapidly as possible 
until his total life insurance amounts to between $75,000 and 
$100,000. At this point he has provided for his wife and chil- 
dren regardless of what happens to himself or the other funds 
he accumulates. There are many different types of life policies, 
but the two most common are the so-called endowment policy 
and the straight life policy. Under the endowment policy the 
annual premiums are higher, but at the end of a definite period, 
usually twenty years, the policy is fully paid and has a surrender 
value equal to the face of the policy. The straight life policy, 
in contrast to the endowment policy, requires the payment of 
premiums during the life of the insured. In case the insured 
takes his policy in a mutual company and elects to allow his 
dividends to remain with the company, however, his policy be- 
comes paid up at the end of a period of years, possibly thirty- 
five or forty years, depending on the dividend policy of the com', 
pany and the age at which the policy is purchased. In either 
case, the policy has a definite surrender value, which increases 
with the number of years it has run, against which the insured 
may at any time borrow. 

The endowment policy just referred to is designed for the 
person who wishes to combine saving with protection. The 
annual premium cost of a thousand-dollar, twenty-year endow- 
ment, therefore, is so determined that at the end of twenty years 
the insured will have a sum of $1,000 due him, whereas, if he 
dies in the meantime, the death claim will be a like sum. 

A much larger part of the premium of a straight life policy is 
for the cost of protection. The risk of a death loss increases 
for the insurance company as the insured grows older, and con- 
sequently in ord.er to avoid an increasing premium, an extra 
amount is collected over what is necessary for pure insurance 
protection, which is set aside as a reserve. This accumulatior 
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grows throughout the life of the policy until at the age of 96 
(under the practice in the United States) it is sufficient to pay 
the face of the policy. An ordinary life policy is thus an “en- 
dowment at 96.” In addition, most companies experience an 
actual mortality rate less than that expected and are able to 
invest their funds at more than the actuarial rate of interest 
assumed in setting their premium rates, so that they are able 
as mutual organizations to pay “dividends,” really partial re- 
funds of premiums, to their policyholders. If these amounts are 
left with the insurance company, they make even a straight life 
policy an endowment. 

The question is raised, from an investment standpoint, whether 
the purchase of an endowment policy is a good method of saving. 
The answer will depend on the return which the investor expects 
on his funds. Insurance companies, although generally com- 
puting their premiums on an assumed rale of interest of 3 per 
cent, usually earn somewhat more. The insured can estimate 
his probable future return only on the basis of the past experi- 
ence of the company, keeping in mind the low return of a con- 
servative investment policy and the overhead costs which must 
be deducted from that return. When interpreting the record of 
the company, the investor must remember changing interest 
rates and mortality experience as factors likely to make the future 
different from the past. 

Life insurance is coming to be more thoroughly appreciated 
as a vehicle for investment. It should be the first investment 
contract made by the young man. In this way he is able to 
create an estate at the beginning of his career; he obligates him- 
self to definite annual payments; and the value of his living 
estate increases annually.^ Life’ companies also offer various 
forms of annuities, which are investment rather than insurance 
contracts. In return for a sum navested with the company, a 
regular income is paid to one or more annuitants as long as they 
live. Since the income paid includes not only ordinary interest 
but also a fraction of the principal each year, the annuitant is 
able to enjoy a larger spending power than if he lived on the 
interest alone. He is guaranteed against outliving his capital, 
because the payments made to him are based upon the average 
expected length of life. As a result, those who five a short life 

' Other types of insurance may bo studied in any standard text on life insur- 
ance. See Riegel, R., and Loman, H. J.. Insurance Principles and Practice. (New 
York: Prentice-Hall, Inc., rev. ed., 1929). 
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may receive back less than the sum they invested, while those 
who live longer than average collect more. 

The more important forms of annuity are; 

1. Simple immediate annuity. A lump sum is paid to the 
company, for which the annuitant receives an income for life, 
the income beginning immediately. This type of contract ap- 
peals to the individual with no dependents who wishes to use 
up his capital but wants to make sure that he will not exhaust 
his capital before death. From the table below, an idea may 
be obtained as to the extent to which income is increased when 
annuities are purchased, at the advanced ages at which it is com- 
mon to retire from active business. Since these rates are fairly 
representative and the average company counts upon earning 
only about 3 per cent on its own investments, it is apparent that 
the major part of the annuity income at these ages is a “return 
of principal.” 

LIFE ANNUITY RETURNS PURCHASED BY PAYMENT OF $1,000 
Fon A Man For a Woman 


Age at Per Total Per Total 

Purchase Month Per Annum Month Per Annum 

60 $5.89 $70.68 $5.17 $62.04 

65 6.85 82.20 5.89 70.68 

70 8.13 97.56 6.85 82.20 


2. Joint and survivorship annuity. Like the preceding form 
of annuity, this type pays an income to two or more persons as 
long as one of them survives. The income is lower than that 
from the single annuity. This form would be' selected by a hus- 
band and wife who did not feel any need for leaving an estate. 

3. Refund annuity. This form, which in reality is a modifi- 
cation that can be applied to either of the preceding forms, pro- 
vides for the refund to the estate of an annuitant of an amount 
equal to the excess of his original payment to the company over 
the amounts he has received back as annuity, should his death 
occur before such a sum has been received. The annual income 
is lower under this form of policy than under the ordinary 
annuity. 

4. Deferred annuity. .Instead of investment of a lump sum, 
regular annual payments are made during the productive period 
of the saver, to be used to purchase an annuity upon retirement. 
In effect, this contract is merely a .savings bank account carried 
with the life insurance company but accumulated at a regular rate 
until the purchaser is ready to retire. In case of death before 
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retirement and the purchase of an annuity, the accumulation is 
returned to the estate of the saver. At the time of retirement 
any type of annuity desired may be chosen. 

Annuities are especially advantageous as a device for maxi- 
mizing the current income of those who have small estates and do 
not feel the need for leaving property for dependents after death. 
Thus, a woman at the age of 65, with $10,000 accumulated, would 
have an income of but $300 per year at 3 per cent, leaving an 
estate of $10,000 at her death. At the rates shown in the table, 
however, she would have $706.80 to spend annually if she pur- 
chased an annuity, but would leave no estate. The investment 
advantages lie in the safety and the freedom from the cares of 
management, both particularly important considerations after 
retirement. Under the Federal income tax law, 3 per cent of the 
amount paid for the annuity must be reported as taxable income. 
Annuity income over and above the 3 per cent becomes taxable 
income only after it exceeds the total amount originally invested. 
The chief disadvantage of the annuity probably lies in the risk of 
reduced purchasing power in the event of price inflation. 

The part played by bonds. What should be the investor's plan 
for the remainder of his funds? What types of investment best 
fit his requirements ? Should he purchase all bonds, or all stocks ? 
Here, again, the answer to these questions will vary to some ex- 
tent with individual cases; but let us assume a typical case, if 
such exists. It is generally wise for any investor to allocate a 
portion of his funds to the purchase of high-grade bonds, the most 
secure bonds that can be purchased, with a reasonably ready 
market. One third to one half of our hypothetical investor’s free 
funds should, normally, be devoted to the purchase of such obli- 
gations. In this way he lays a foundation for his living estate. 
He is building up a fund in relatively riskless investments, yield- 
ing a low return, to be sure, but yielding, nevertheless, a sure 
return, which some day may prove a veritable life-saver. Such 
investments, furthermore, may always be turned into cash with 
only such loss as may arise from fluctuations in the interest rate. 

Common stocks. Another portion of his funds may profitably 
be allocated to the purchase of high-grade common stocks. In 
entering this field, the investor is opening to himself opportuni- 
ties for the greatest profits, but he is also subjecting himself to the 
risks of large losses. There is no common stock which does not 
carry with it the risk of a substantial shrinkage in principal value. 
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On the other hand, out of a group of well-selected common stocks, 
a good many should advance in value over a period of years. 
This situation may be stated in a somewhat different fashion. 
Let anyone who has made a reasonable study of investments 
select the twenty common stocks which, in his judgment, seem the 
best. Any one of these stocks may go down in value ; but, if the 
selection is made with proper judgment, the combined value of 
the twenty should go up over a substantial period of time.^ This 
situation enables us to lay down a definite rule for investing in 
common stocks: Diversify purchases over a wide range of com- 
panies and industries, always endeavoring to select the leading 
stocks within the industrial group. 

It is assumed in the preceding paragraph that the investor is 
not endeavoring to get trading profits, but is interested in pur- 
chasing stocks outright purely for investment purposes. The 
technique of trading is essentially different from the science of 
investing. The former is an art, dependent upon short-run 
market influences which make for price fluctuation, rather than 
upon the consideration of long-run fundamentals which deter- 
mine investment income. 

Current versus future income. In the selection of common 
stocks it is necessary to consider whether present income is de- 
sired, or whether present income may be sacrificed in the interest 
of a future appreciation in principal. There are companies which 
pay very small current dividends on their common stocks, but 
which plow back into the business a large portion of their earn- 
ings. This has been especially true of the larger chain stores 
during the years 1921-1930, Such a policy is desirable so long as 
the funds so employed can be advantageously utilized in the busi- 
ness. The stockholders get a low immediate return on the basis 
of the cash dividends they receive, but over a period of years they 
should, on the average, realize a substantial increase in the value 
of their equities if the concerns are operating successfully.® The 
question might reasonably be asked: Why should the company 
not pay out large dividends and secure the necessary funds for 
expansion by borrowing or by issuing more stock? This is an 
alternative, to be sure; but if this policy were adopted, the in- 
creased earnings would have to be distributed over a larger capital 

“This matter is further discussed in Chapter 11. The fundamental princi- 
ples of long term investment in equities have not been changed by recent 
events. 

“ This .subject is discussed further on p. 246, 



DETERMINATION OF AN INVESTMENT POLICY 89 

investment, so that the original equity, now thinned by the intro- 
duction of new capital from without, would not advance any- 
where nearly so rapidly in value. "V^ere the corporation ex- 
pands on the basis of its own earnings retained in the business, it 
is possible, with successful management, to make a small initial 
investment grow into an ultimate investment of very high value.'* 

There are certain types of businesses which are peculiarly sus- 
ceptible to this policy. Chain store companies, banks, and in- 
surance companies, under proper management, will show a tend- 
ency to grow with the increase in population and wealth of the 
community they serve. The trend of growth in such companies 
is perhaps more certain than in typical industrials which are sus- 
ceptible to style changes and more severe competition. Urban 
real estate is another type of investment offering to the owner an 
opportunity for profit through community growth. Under nor- 
mal conditions the current return will often be found low in 
relation to the selling price of the investment. We have already 
noted the situation in respect to bank stocks. Insurance stocks 
likewise have a tendency to sell high in relation to their current 
earnings and dividends, the ordinary yield thereon averaging 
between 2 and 4 per cent." Chain store stocks also sold on a high 
multiple of earnings basis during the 1920’s, the multiple running 
as high as twenty in some cases.® During the latter part of the 
boom period ending in 1929, public utilities sold at relatively high 
prices. With these companies currently facing hostile govern- 
mental control and in some cases competition, and increasing 
taxes, they have, temporarily at least, been in less public favor 
than formerly. 

The manner in which appreciation takes place in certain kinds 
of stocks is aptly illustrated by Figure 4, which shows the growth 
in earnings of the Woolworth Company. Starting with an earn- 
ing capacity of slightly over |10 a share in 1914, the company so 
expanded out of earnings that it was able to show more than $79 


* One outstanding example of this very thing is the history of the Ford Motor 
Company. The original capital of this company in 1903 was $28,000. The com- 
pany has never borrowed additional capital, nor has it ever sold additional 
stock. As a result of stock dividends, the capital was subsequently increased 
to $2,000,000. The value of the company was subsequently estimated at between 
$750,000,000 and $1,000,000,000. In 1919 the minoriiy stockholders sold out to 
Henry Ford at $12,500 a share. 

'See Chapter 20. 

“ F. W. Woolworth stock sold at 22.1 and 21,3 times earnings in 1928 and 1929, 
respectively. 
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a share in 1927. During this period, the company retained, on an 
average, over 50 per cent of its earnings in the business. From 
then until 1931 the sum remaining after the payment of dividends 
was about one third of total earnings. (The sharp rise in the 
dividend for 1931 was due to a special distribution paid out of the 
non-recurring income of 119.80, which was omitted from the 
earnings curve.) In the years immediately prior to 1930, the 
earnings 'growth showed distinct signs of slowing up, rising from 
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$79.73 in 1927 to only $80.52 in 1929, in terms of a 1914 share. 
In the depression years shown, 1931-1934, earnings followed the 
trend of general business. In fact, cyclical fluctuations since 
1930 have been so violent as to overshadow the ordinary growth 
factor and to make data after that year of doubtful significance. 
While the stock has always sold to yield a small cash return, the 
investor has been handsomely rewarded by the large appreciation 
in the principal value of his holdings, which was determined by 
the capitalized value of a growing earning power. 

High-grade urban real estate, such as that with stores and ofiice 
buildings, has often s'old to yield a relatively low yield because 
appreciation of land values was expected. In cases where the net 
return is below the common rate of return for capital similarly 
employed elsewhere, expected appreciation may explain the 
deficiency. 

For the investor who chooses to forego present income in return 
for an appreciation in the ultimate value of his investment, stocks 
in companies which have a high earning power on invested cap- 
ital, which have demonstrated a consistent growth, and which 
pay a small per cent of total earnings out as dividends, will often 
show a favorable ultimate return, even though purchased^ at 
prices which seem high in relation to current earnings and divi- 
dends. 

Discount bonds as a means of saving. A modification of the 
preceding plan may be put into effect through the purchase of 
discount bonds, provided the investor uses only the current in- 
come, or coupon interest, and allows the appreciation which takes 
place in the value of the bond to accumulate as principal. The 
appreciation in the value of a "discount” bond may be of two 
kinds : normal appreciation in value as the bond approaches ma- 
turity; and appreciation due to an improved market position. A 
clear understanding of these two types of appreciation in bond 
values is necessary to the student of investments and may be 
explained briefly at this point, although the principles involved 
are taken up in greater detail in Chapter 27, which deals with 
the mathematics of investments. 

That the man who purchases a ten-year bond bearing a 6 per 
cent coupon rate at a price of 96.365 will receive a return on his 
commitment in excess of 6 per cent is obvious.’^ If there were 
nothing to consider except the fact that he receives $60 a year on 


' The mathematical net yield return here would be just 6% per cent. 
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$963.66, his return would be in excess of 6 per cent. In addition 
to his coupon rate of interest, however, which is $60 a year, he 
will receive at the end of ten years a principal sum of $1,000, or 
$36.35 more than his purchase price. This additional premium 
is really income, for at maturity the purchaser of the bond might 
deduct $36.35 from the $1,000 he receives, spend it if he so desires, 
and still have his original capital, $963.65. On the other hand, if 
he uses only the $60 received annually and considers the entire 
$1,000 when paid at maturity as principal, he has saved the differ- 
ence between the purchase price and the par value of the bond. 

In accordance with the above principle there must be a regular 
appreciation in the value of the bond each year from the time it 
is purchased until it matures. This enhancement in value is 
necessary if the bond is to sell continuously throughout its life at 
the yield on which it was originally purchased. This point may 
best be illustrated if we take the extreme case of another 6 per 
cent bond having but one year to run and selling at the same 
price as the ten-year bond, that is, 96.365. Wherein does this 
situation differ from that just described where the bond had ten 
years to run? The answer is this: in the former case the pur- 
chaser had to wait ten years for his $36.36, whereas in the latter 
instance he is required to wait only one year. The yield in the 
latter case would be greatly in excess of that in the former. In 
fact, a G per cent bond having one year to run would have to sell 
as high as 99.623 to yield 6y2 per cent. In other words, a ten- 
year, 6 per cent coupon bond, always selling to yield 6^ per cent, 
will advance year by year until it reaches par at maturity. The 
market course of such a bond, always yielding 6i/^ per cent over a 
ten-year period, is shown in Figure 6. 

On the other hand, if the credit position of this bond improves 
during the period, or if money rates decline, it is conceivable that 
the market price of the bond may advance at a more rapid rate 
than that assumed and thus sell on a lower basis, say, to yield 6 
per cent. Assume, for instance, that this takes place at the end 
of the third year as indicated by the point A', on the chart, at 
which time the bond stiU has seven years to run. In this case, 
the bond would sell at par as contrasted with the former assumed 
price of 97.223. By selling at par at this time the purchaser 
would have made an actual profit of $27.77 on his bond.® 

* Where there is a general reduction in interest rates which lowers the yield 
of all bonds, a profit is created for bondholders as a class. While this is tech- 
nically true, investors are not in a position to profit thereby. Should they ■ 
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It appears from the preceding analysis that two kinds of opera- 
tions are possible in the purchase of bonds. One operation in- 
volves the purchase of low-coupon bonds selling at a discount and 
the holding of such bonds until maturity. The other operation 
is based on the purchase of bonds that are selling below their true 
values, or bonds of companies whose credit status is likely to 
improve shortly. When this improvement is recognized by the 



Figure 5 — Prices at Which a 6 Per Cent Bond Having Ten 
Years to Run "^ill Sell to Yield dtis Cent Each Year. 

market, then the bond advances in value at a more rapid rate 
than that required to maintain a given yield, and a profit has been 
realized. Where the advance in value and the corresponding 
reduction in yield are a market affair — that is, when the move- 
ment in respect to a given bond is at the rate shown by the market 


dispose of their hoidings, they would be confronted with the necessity of rein- 
vesting at a time of generally high bond prices. The bondholder is thus in. the 
same position as the man who bought lus home in 1913 at a cost of $10,000. 
Suppose that, fifteen years later, he finds that it is worth $16,000, as a result 
of general increases in property values. It is tine that he was fortunate to 
have made his purchase in 1913. On the other hand, if he takes his profit by 
selling, he must seek another place in which to live at a time of generally high 
property values. His profit, therefore, is not a real profif in the sense that, 
having sold out, he may now buy another piece of property as good as his was 
in 1913, at the same price as he then paid. From 1924 to 1928, bondholders as 
a class witnessed a substantial appreciation in the value of their holdings. Such 
appreciation profits are less real than the bondholders generally suppose, for, 
having sold a given bond, they are then compelled to reinvest at a time of 
low interest rates. 
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as a whole — then the investor is hardly in a position to realize 
his profit. 

Part played by liquid funds. A portion of the business man’s 
funds should be retained in liquid form. This may be accom- 
plished by holding such funds in a savings bank, in short-term 
securities, or in a call account. This pohcy not only provides 
funds for emergencies, but has the further advantage of enabling 
the owner to make the most of market swings and so-called 
extraordinary opportunities. There are always periods when 
forced selling on the exchanges causes high-grade securities, par- 
ticularly stocks, to sell below their real worth. The man with 
ready cash at such times can pick up bargains. Likewise, 'after a 
long upturn in the market, it is often good policy to convert a 
portion of one’s stockholdings into cash. The percentage of one’s 
total funds to be retained in cash at any time will depend, there- 
fore, on the current financial situation.® During a normal period 
— that is, when stock prices are well within the extreme high or 
low points that they attain at the end of a swing — 20 per cent is 
suggested as a reasonable proportion to be maintained in liquid 
form. After a long period of declining prices, on the other hand, 
some of these funds, possibly a substantial portion, should be put 
in high-grade stocks. At the other end of the swing, some stocks 
will be sold at the then high level of prices and the cash retained 
for a more favorable buying period. 

Profits versus investment risk. Other questions that must be 
settled by our hypothetical investor before he can finally deter- 
mine his program involve consideration of the extent to which 
he wishes to assume investment risks in order to increase his 
probable return. Not only is it possible for one to enhance his 
profit by the purchase of certain types of common stocks, but a 
higher return may be secured by the purchase of preferred stocks 
in the place of bonds, or by the purchase of low-grade bonds in- 
stead of high-grade bonds. Let us illustrate this point by two 
assumptions. 

X, following the general plan so far outlined, divides his invest- 
ments between high-grade bonds which sell at low yields, and the 
highest-grade common stocks he can select, such as American 
Telephone and Telegraph, General Electric, du Pont, and Inter- 
national Business Machines. At no time will X consider the 
common s tocks of new enterprises, nor those of industries where 

"For a more comprehensive discussion of the busine,ss cycle and investing, see 
Chapter 30. 
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the business risk is high, as in the case of motor stocks. Similarly 
X never invests in preferred stocks. To this man preferred stocks 
may offer a somewhat higher return than that promised by high- 
grade bonds, but when he purchases a fixed income-bearing se- 
curity, he wants a maximum of safety rather than a somewhat 
higher yield. He concentrates all his investment risk in his com- 
mon stockholdings where, as an offset, he has the chance of a 
large profit if the concerns in which he invests are successful. 

In contrast with X, Y is quite willing to descend from the high- 
est-grade investments to so-called “business men’s” investments. 
Many of the bonds he purchases are rated B, or at best only A. 
The average return on his bond investments is about 1 per cent 
higher than that of X. And, furthermore, Y considers preferred 
stocks in much the same light as bonds. He therefore uses a part 
of his bond funds for the purchase of preferred stocks, thus raising 
his fixed income still further. The same general policy is fol- 
lowed in the purchase of common stocks, with the result that 7’s 
portfolio contains some of the motor stocks and the common 
stocks of certain new enterprises, such as aviation, electric re- 
frigeration, plastics, and radio, and some of the smaller oil com- 
panies. 

Which of these two policies offers the greater opportunities for 
profit? Which is the better for the average business man? The 
answers to these questions are not easy, for, if F keeps in constant 
touch with market and business conditions, and is sufficiently in- 
formed to make the necessary shifts when conditions warrant, he 
will probably make higher profits over a period of years than will 
X. On the other hand, if he is not constantly alert to changes in 
tastes or to shifts in the competitive situation, or if he is not clever 
in foreseeing the ultimate fate of new enterprises, or in tying up 
with the best of management in the more speculative fields, he 
probably will suffer losses over a period of years that will wipe out 
all his profits. The extent to which a business man can afford to 
descend from the highest-grade to medium-grade securities, 
therefore, will depend in part on the amount of time he can afford 
to devote to the execution of his investment program and in part 
on his selective ability. It will also depend on the amount of 
risk he can afford to take. These are all matters which the indi- 
vidual must decide for himself, and they will vary according to 
the circumstances of the particular case. 

Hedging against changes in price level. Another matter of 
general application requires attention at this time. We refer 
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here to the function played by common stocks in an investment 
program. When we were discussing the allocation of our busi- 
ness man’s funds between bonds and preferred stocks, the es- 
sential reason given for the inclusion of common stocks among 
his investments was the possibility of a greater profit therefrom. 
It is true that a greater profit may be derived from investment in 
common stocks than in bonds, but this is not the only reason for 
diversification between these two types of securities. Another 
and more important reason for investing in both stocks and bonds 
is the desirability of hedging against long-time fluctuations in 
the price level. Economists for many years have recognized the 
effect of rising and falling prices on various classes of security 
holders, but not until the past few years has this question been 
adequately studied and understood by the lay investor.^'’ The 
rapid advance in prices occurring between 1913 and 1920 inflicted 
severe losses on the holders of contractual or credit securities, such 
as bonds, notes, mortgages, and preferred stocks, and created 
profits for those who invested in so-called ownership securities, 
such as common stocks, convertible bonds, or participating pre- 
ferred stocks. From 1930 to March, 1933, the rapid fall in com- 
modity prices, real estate values, and in equities was such as to 
react most favorably on the holders of high-grade contractual 
obligations. The possibilities of currency or credit inflation un- 
der present dubious world conditions again indicate the uncer- 
tainties of our economic structure and the need for a program 
sufficiently flexible properly to hedge against price movements in 
either direction. 

In order better to appreciate the situation just described, we 
shall consider briefly the effects of rising and falling prices on 
debtors and creditors. When a bondholder, or a creditor, lends 
money to a corporation, he parts with a given number of im- 
mediate dollars in return for the repayment of a like sum at a 
future time. If prices advance 100 per cent between the time he 
makes the loan and the time he gets it back, he receives the agreed 
number of dollars back, it is true, but these dollars are subse- 
quently worth in terms of goods only 50 per cent as much as they 
were when the loan was made. The bondholder, in terms of 
goods and services, therefore, receives only one half of what he 
expected to receive when the loan was made. The stockholder 

“One of the most comprehensive of the earlier expositions of this subject is 
found in Fisher, Irving, The Rate of Interest (New York; The Macmillan 
Co.. 1907). 
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of a corporation, as distinguished from the bondholder, is a partial 
owner of the business. If prices are rising, the value of his 
property rises, and hence, the value of ownership therein. Dur- 
ing periods of rising prices, profits are also high, business is active, 
inventories on hand appreciate in value while being manufac- 
tured into finished stock, and generally, wages advance less 
rapidly than prices. Furthermore, if the corporation has bonds 
outstanding, it becomes increasingly easy to pay these off during 
a period of rising prices, for dollars are depreciating in value and 
represent a smaller amount of goods and services. During peri- 
ods of rising prices, therefore, the stockholder gains through an 
appreciation in the market value of his holdings and through the 
larger dividends he receives. The situation is reversed, of course, 
during periods of falling prices. In terms of purchasing power, 
the creditor, or bondholder, gets the agreed amount of dollars, 
but these represent more goods and more services than he antici- 
pated. The stockholder, as owner and debtor, finds the value of 
his property decreasing, Profits shrink, business activity falls 
off, and it becomes increasingly hard to pay off obligations in- 
curred during a period of high prices. 

A full recognition of this situation has created a growing inter- 
est in common stocks as a type of investment. Twenty years ago 
stocks were regarded as speculative and very risky, a type of in- 
vestment to be avoided by the conservative investor. Particu- 
larly were stocks considered unsafe and undesirable as trust fund 
investments. This tradition, however, completely overlooked a 
very important element of risk. To illustrate concretely, let us 
assume that a man in 1913 who prided himself on his conserva- 
tism invested his entire fund of capital, amounting to $1,000,000, 
in high-grade, long-term bonds, which, at that time, could not be 
bought to yield more than 5 per cent. Such an investment would 
have yielded him an annual income of approximately $50,000. 
In 1920 this man, while still receiving $50,000 annually, would 
have found retail prices on the average 126 per cent higher than 
in 1913.“ In other words, in 1920 his $50,000 would have pur- 
chased only as much as about $22,100 would have purchased in 
1913. 

Another man, with an equal amount of money, but less con- 
servatively inclined, decided at the same time to invest his funds 
entirely in common stocks. Being unfamiliar with the technique 

“Based on Bureau of Labor Statistics Group Index of Prices for 1920. Taken 
from the Federal Reserve Bulletin, February, 1923, p. 210. 
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of selecting securities, he determined to invest approximately 
$100,000 in each of the ten most active industrial stocks on the 
New York Exchange, without any regard to their investment 
merit. He therefore looked up the record of sales the first week 
of January, 1913, and invested his $1,000,000 as shown in the 
following table, taking the first ten listed stocks in the order of 
total number of shares sold. If he had held these stocks intact 
during the period from January 1, 1913, to January 1, 1920, he 
would have realized cash (or scrip) dividends amounting in all to 
$843,176, which is equivalent to an annual average return of 
$120,454, or about 12 per cent on his original investment. The 
man who selected common stocks as a medium of investment 
thus, because of the larger current income that he received, over- 
came in part the depreciation in the purchasing power of the 
dollar which took place during this period. 


No. Shares 

Purchased Price 

Company (All Common) per Share Total Cost 

American Tobacco 360 1287.00 $100,460 

Anaconda Copper. . . 2,600 40.00 100,000 

Bethlehem Steel 2,600 40.00 100,000 

California Petroleum. . 1,900 62.60 99,750 

Chino Copper 2,200 48.00 99,900 

Mexican Petroleum 1,380 72.60 100,060 

Ray Consolidated 4,760 21.00 99,900 

U. S. Rubber 1,540 66.00 . 100,100 

U. S. Steel 1,480 67.50 99,900 

Utah Copper 1,700 69.00 100,300 

Total Cost $1,000,410 


The story is not complete, however, until we consider the 
changes in the market values of the two groups of securities dur- 
ing this seven-year period. In 1920, bonds of the same grade as 
those purchased by the first man in 1913 were selling to yield over 
6 per cent. This naturally meant a shrinkage in the market 
value of his holdings. Some idea of this reduction in principal 
value, on January 1, 1920, may be approximated by calculating 
the present value of a permanent annuity of $50,000 on a 6 per 
cent basis. Such a computation would give a value of $833,333, 
as compared with a 1913 value of $1,000,000, based on a 6 per cent 
rate of capitalization. It may be true that the actual market 
value of the first man’s holdings, even though each bond was 
quoted to yield exactly 6 per cent, would not have been precisely 
$833,333, on January 1, 1920. In practice, he would have pur- 
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chased bonds having definite maturity dates and not permanent 
annuities. Yet this value would have been approximated had his 
holdings consisted largely of long-term bonds. In any event, we 
are less interested in the actual difference in market values be- 
tween the two dates than in the fact that a real and substantial 
decline in the value of high-grade bonds did take place between 
1913 and 1920. Figure 6, showing the' course of prices from the 
period 1913 to 1939, will mdicate clearly the fact here empha- 



sized.^^ The average yield on sixty high-grade bonds in 1914 was 
4.68 per cent. The average yield in 1920 was 5.88 per cent. This 
yield change was effected by the change in price shown in the 
figure. (The reverse situation is found in the period 1932-1939.) 
The holdings of the second individual, however, who bought only 
common stocks, had a market value of approximately $2,070,370 
on January 1, 1920, or $1,069,920 more than the original cost in 
1913. The higher cash return already noted, together with the 
enhanced market value of his holdings, would have enabled him 


’’Prices are those of a 26-year bond with a 4.40 per cent coupon the yield of 
which is the average of the high-grade bonds charted in groups in Figure 3. 




100 


DETERMINATION OF AN INVESTMENT POLICY 


in large measure to offset the depreciation in the purchasing 
power of the dollar which occurred between 1913 and 1920. 

This example is presented to show the desirability of insuring 
against fluctuations in purchasing power by diversifying one’s 
investments between stocks and bonds, rather than to bring out 
any of the features connected with common stock investments. 
The inclusion of stocks of four copper mining companies and all 
but two of the stocks — 'those of American Tobacco and United 
States Rubber — of companies either wholly or partly engaged in 
the extraction of mineral raw materials, gives a list that is excep- 
tionally unstable in earnings. The subject of selecting suitable 
common stocks will be treated in detail in a later chapter.^® We 
are therefore not interested especially in the validity of the period 
covered in the preceding example. It is true that unusual events 
occurred between 1913 and 1920, which may not soon be repeated. 
In fact the period 1929 to 1933 witnessed events quite as unusual 
in the opposite direction. During this period the world suffered 
from the worst economic crisis ever recorded. Stock values, as 
measured by many of the customary indices, declined to about 10 
per cent of their 1929 highs. The losses from both inflation and 
deflation on such an imusual scale may be regarded as exceptional, 
but they may be met, at least in part, by including both bonds 
and stocks in an investment program, and it is this fact which we 
now seek to emphasize. An advance in the general price level 
per se affects bondholders adversely, but has a favorable influence 
on common stocks as a class, since they represent ownership in 
actual property. Conversely, falling prices react unfavorably on 
stock values, but enhance the purchasing power derived from 
bonds. 

Diversification between stocks and bonds is especially desirable 
in those cases where income from the invested fund is to be used 
in purchasing commodities and services. The funds of educa- 
tional institutions, libraries, estates, and individuals are invested 
to yield purchasing power to the beneficiaries, or owners. Quite 
different, however, is the investment of the reserves of life insur- 
ance companies and of bank deposits. In both of these cases 
nearly all obligations of the investing institution are contractual 
— that is, are payable in a fixed number of dollars. Because the 
question of the purchasing power of the dollar is largely elim- 
inated, funds of this nature should be invested in the safest dollar 
obligations available that yield a satisfactory return. Such ob- 


'See Chapter 11. 
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ligations are found among bonds, mortgages, and notes of cor- 
porations and individuals, where properly secured by assets and 
earning power. 

Some problems in the administration of trust funds. The 
policies which govern a man in the investment of his own funds 
differ from those he would normally follow in managing the in- 
vestments of others. The man who accepts a fiduciary position 
is at once charged with certain responsibilities that should find 
expression in his subsequent acts. 

The particular types of investment which the trustee may 
make depend, in the first instance, on whether the creator of the 
trust gave any instructions in the document creating the trust as 
to the manner in which the fund should be invested. Where 
specific instructions are thus given, they govern the trustee, who 
may do anything in the way of investing for which he has au' 
thority in this document. In cases where the creator of the trust 
■gives no directions, then the law of the state in which the decedent 
was domiciled will govern the trustee in his acts. 

States fall in two classes in respect to the control they exercise 
over the acts of trustees: (1) those which have specific statutes 
defining so-called legal investments; and (2) those where the 
common law governs the specific investments that may be made 
by trustees. New York may be taken as a good illustration of 
the first group of states. The statutes of this state definitely 
limit the investments of trustees (unless specific instructions are 
given in the instrument creating the trust) to the following: first 
mortgages on unencumbered real estate to the extent of two 
thirds of its appraised value; certain first mortgage guaranteed 
bonds; U. S. government bonds; New York state and municipal 
bonds ; the bonds of nearly all the other states and of most cities 
of the United States of more than 45,000 population, whose debt 
is properly limited in respect to population and assessed valua- 
tion; and certain railroad and utility bonds.'^'* 

In Massachusetts, which may be taken as a good illustration of 
a state which does not limit trustee investments by statutory en- 
actment, the rule is that of good faith and sound discretion ; that 

" A valuable source for the current statutory requirements for investments 
by trustees is the annual State and Municipal Compendium, issued by the 
publishers of the Commercial and Financial Chronicle. For a discussion of 
statutes, decisions, and general principles, see McKinney, Frank C., Trust In- 
vestments (New York; Trust Companies Magazine, 2nd ed., 1927). A general 
work to consult is Riddle, N G., The Investment Policy of Trust Institutions 
(Chicago; Business Publications Co.. 1934). 
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is, such discretion as a man would use in making a permanent 
commitment of funds for the sake of income and not for specula- 
tion. A general expression of the duties of trustees under the 
common law of that state is set forth in the following statement : 

A trustee, whose duty it is to keep the trust fund safely invested in pro- 
ductive property, ought not to hazard the fund under any temptation to 
make extraordinary profits. . . . Our cases, however, show that trustees in 
this Commonwealth are permitted to invest portions of trust funds in divi- 
dend paying stocks and interest bearing bonds of private business corpora- 
tions, when the corporations have acquired by reason of the amount of their 
property and the prudent management of their affairs such a reputation 
that cautious and intelligent persons commonly invest their own money in 
such stocks and bonds as permanent investments.^® 

A trustee cannot ordinarily be held liable for a mere error in 
judgment in making or failing to make an investment, unless the 
error is so bad as to show either that he failed to exercise sound 
discretion, or that he acted in bad faith. Furthermore, the ques- 
tion whether the trustee acted in good faith and exercised sound 
judgment must be determined by the situation at the time the 
investment was made, and not in the light of subsequent events.^® 

In cases where the trust instrument gives the trustees full 
power to make investments and to make exchanges in the man- 
ner which seems most expedient to them, there is still an obliga- 
tion on the trustees to use reasonable discretion in making their 
investments.” 

In states which do not have statutory legislation specifying 
trust investments, somewhat wider latitude exists in respect to 
what constitutes satisfactory securities for the trust fund. Thus, 
in Massachusetts, trustees may invest in the stocks of good busi- 
ness corporations, such as banks, railroads, manufacturing, and 
insurance companies; in notes of individuals secured by the stock 
of such companies; and in certificates of deposit of good banks. 

As a general rule, trustees should not invest in second mortgages ; 
but under some circumstances such investments may be accep- 
table.^® Since the trustee becomes personally liable for ”impru- 
dent” investments, as that term is defined in a given state, he 
should conform strictly to the statutory requirements. In the 
absence of such specific restrictions, he will inform himself of the 

“Dickenson’s Appeal, 152 Mass. 184, 187. 

“Pine V. White, 175 Mass. 685; Taft v. Smith, 186 Mass. 31. 

“Taft V. Smith, 186 Mass. 31. 

“Harvard College v. Amoiy, 26 Mass. 446. 

“ Taft y. Smith, 186 Mass. 31. 
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attitude reflected in the decisions of the courts under whose juris- 
diction he comes. In case of doubt, it is customary to follow the 
strict standards as set by a state such as New York. Such a 
standard would bar common stocks, and therefore the creator of a 
trust who is desirous of including common stocks in the trust 
fund, for such reasons as have been mentioned above, should 
specifically empower his trustee to draw up the trust agreement 
and should have an understanding with him that the power so 
granted is not an empty formality. 

Life tenant and remainderman trusts. The nature of the 
beneficial interests of the trust will determine to some extent the 
types of investments to be purchased. For example, a trust may 
be established for the purpose of paying an income to a minor 
during his minority, the trust being brought to an end by turning 
over the principal sum of the fund to the beneficiary when he 
becomes of age ; or for the purpose of paying the income to a given 
person during his life, and at his death to end the trust by paying 
over the principal to a person designated. In the latter case, the 
person entitled to the income is known as a “life tenant,” and the 
person entitled to the principal of the fund at the death of the life 
tenant is called the “remainderman.” Where such a situation 
exists, the trustee is charged with providing a maximum current 
income for the life tenant, consistent with the safety of the prin- 
cipal. Securities must then be purchased solely for income and 
not with the idea of effecting appreciation in principal. Iir the 
case of such trusts, it is especially important to distinguish be- 
tween income and principal when purchasing bonds at a premium 
or at a discount.^” 

The extent to which the trustee may enter the field of second- 
grade securities in an effort to enhance investment income is 
another question that is frequently raised. In certain cases there 
is an urgent need for producing from a given sum more income 
than can be derived from high-grade bon'd investments. Should 
the administrator or trustee then purchase less secure bonds or 
preferred stocks ? The author’s experience in administering trust 
funds leads to the definite conclusion that nothing but the best 
secured issues should be purchased. Except in cases where a 

“In estate accouating, the books may be kept oa an accraal basis. Where 
is done, income is adjusted to include the annual appreciation or deprecia- 
tion on discount or premium bonds resulting from the approach of a maturity 
date. Income is credited in the case of discount bonds, or charged in the case 
of premium bonds, with an amount eacli year sufficient to amortize the entire 
premium or discount at the maturity of the bond. See Chapter 27, 
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certain portion of the trust funds may properly be allocated to 
stocks, the trustee should make every endeavor to preserve prin- 
cipal. Any other policy carries with it the danger of unwar- 
ranted principal losses. In fact it is only by the most careful 
administration that losses can be avoided year in and year out 
even in the highest grade of securities. 

Provided that the fund is large enough to allow adequate 
diversification and legal permission is present either through the 
law or through specific authorization from the creator of the trust, 
there is the same reason for allocating a portion of the funds of a 
given trust to common stocks as existed in the case of the indi- 
vidual investor. The beneficiaries of a trqst fund are no less 
affected by fluctuations in the general level of prices than is the 
individual investor, and may, in fact, be more so. The business 
man has other sources of income which vary with prices. His 
salary or his profits increase with rising prices. The beneficiary 
of a trust fund invested entirely in bonds, on the other hand, may 
have no means of offsetting the decline in purchasing power which 
occurs in respect to his or her income at such times. The propor- 
tion of the total fund to be allocated to common stocks will prob- 
ably be somewhat smaller than in the case of the individual, the 
amount suggested being between 25 and 30 per cent at most. 
Furthermore, the greatest care should be exercised in the selection 
of such stocks; commitments should be confined entirely to the 
leading companies in the most stable fields of industry. Public 
utility operating companies, a few of the railroads, and certain 
industrial lines are regarded with the most favor. Because such 
holdings are especially designed to adjust income to a rising price 
level, industrials, despite their risks, have an advantage over the 
regulated utilities and railroads. Consequently, the reduced in- 
come from common stocks held during the adverse periods must 
be viewed as the price of this kind of insurance, purchasing power 
being safeguarded in su'ch periods by bond income. Where im- 
mediate income is not of paramount consideration, high-grade 
bank and insurance company stocks should make up a substantial 
portion of such investments. But, where present income is more 
desirable than future appreciation, stocks should be purchased 
primarily for their current yield. Earnings should be regarded as 
a protection to the current dividend rate and not as a factor in 
building up future values. 

Policies governing administration of insurance company in- 
vestments. The investment officer of a fife insurance company 



DETERMINATION OF AN INVESTMENT POLICY 105 

is confronted with problems somewhat different from those of the 
private investor. The obligations of insurance companies are 
always in terms of dollars. Contracts are entered into which call 
for the future payment of definite sums of money, regardless of 
fluctuations in the price level. The insurance company, there- 
fore, is not required to protect itself against rising prices by the 
purchase of stocks. The preferred stock holdings of leading life 
insurance companies are very small, and the common stock held 
is negligible, save in the case of the Sun Life Assurance Company 
of Canada.^^ 

On the other hand, the nature of the insurance business gives 
rise to other interesting investment problems. In this connection 
let us consider briefly the operations of a life insurance company. 
, Reduced to its simplest terms, the essential business of such com- 
panies is to enter into contracts with individuals which provide 
for the payment of a specified sum at death, in return for which 
the insured pays an annual premium. The determination of the 
premium in a given case is based on certain actuarial formulas. 
The two major factors are the mortality table which indicates 
the life expectancy of groups of people of various ages and of 
either sex, and the assumption that all premiums received will be 
invested until the death of the insured, at an assumed rate of 
interest. 

If the mortality table accurately measures the life expectancy 
of a large group of people, and if the officers are able to invest the 
reserve funds of the company at the rate assumed by the actuary, 
then the company’s premium income, plus investment income, 
will equal death claims over a period of years.^“ The manage- 
ment of progressive companies, however, is not content with the 
so-called actuarial rate of interest, which is usually set at 3 or 3V^ 
per cent. There is a strong motive for actually investing the 
company’s reserves at a higher rate than this, for in this way 
larger earnings are available for the stockholders, and dividends 
may also be paid to the policyholders. The payment of such 
dividends to policyholders, of course, reduces their insurance cost, 
so that the companies which pay the largest dividends tend to do 
the largest amount of business. 

” A study of the holdings of this company, as given in the annual Reports of 
the Superintendent of Insurance of the Dominion of Canada, illustrates the diffi- 
culties of selecting uniformly high-grade common stocks even where invest- 
ment, rather than speculative, merit has been the guiding principle. 

'“For the sake of simplicity, we have ignored the normal expenses of doing 
business, which must also be included in the formulas. 
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The obligations of a life company consist of the contingent 
liabilities under its policies, to pay death losses as they occur, and 
the legal liability for accumulated reserve, as required by law, 
which constitutes the basis for the cash surrender value. The 
latter obligation is measured and carried on the books of the com- 
pany under the heading "Net Reserves.” The actual payments 
that will have to be made in any one year, however, will be de- 
termined largely by the number of policyholders who die. Since 
the amount of such payments likely to fall in any year can be 
measured with reasonable accuracy on account of the large num- 
ber of policyholders, it is not difficult to determine what portion 
of the company’s assets should be in liquid form, and how the 
maturities of its investments should be arranged. The chief un- 
certainty arises from variations in the demands for cash surrender 
values by needy policyholders. This demand mounts in times of 
crisis and depression but has been met in the past, with few excep- 
tions, by the excess of receipts over disbursements or a relatively 
small amount of liquidation of securities. 

A study of the classes of investments held by some of the larger 
companies will show that they fall into four distinct groups: 
(1) bonds, both corporate and civil; (2) mortgages on real estate; 
(3) real estate; and (4) stocks, preferred and common. The 
bulk of the investments held is ordinarily in the first two classes. 
The popularity of the real estate first mortgage is due, in part, to 
the relatively higher yield on such investments, and, in part, to 
the desirability of distributing funds geographically in a way that 
will increase the goodwill of the company.^® The experience of 
insurance companies with mortgage investments during the re- 
cent depression, however, has clearly indicated the necessity for 
conservative appraisals and for the selection of states where laws 
relating to foreclosure are favorable to the mortgagee. 

Investment policies of fire insurance company. The fire in- 
surance company operates under somewhat different principles. 
The losses of such companies are predetermined by experience 
tables, to be sure; but their contracts expire after a definite, and 
relatively short, period. The liability of a fire insurance com- 


°’Many states regulate the investments of insurance companies doing busi- 
ness within their borders. The New York Inkirance Law may be studied as 
illustrative of practice by a leading insurance jurisdiction. 

The table and discussion (.see page 33) indicate clearly the recent tendencies 
in life insurance investing. It has been noted that the movement is distinctly 
■away from stocks and toward real estate mortgages and bonds. 



DETERMINATION OF AN INVESTMENT POLICY 107 

pany at any time is found by prorating the total premium over 
the life of the policy and setting up as liability for unearned pre- 
miums the fraction of the premium attributable to the unexpired 
life of the contract. In addition to the investment of these un- 
earned premiums, there is the substantial sum contributed by the 
stockholders as capital and surplus to provide a margin of protec- 
tion. Because of the need for ready marketability, investments 
have been generally confined to bonds and stocks, while mortgages 
and real estate have been avoided. This precaution is desirable 
in order to meet variations in the loss ratio, especially such 
emergency losses as follow a large conflagration or community 
disaster, of which the San Francisco earthquake is an example. 
Some companies have confined their portfolios largely to bonds^ 
which have the advantage of a more fixed market value — an im- 
portant consideration so far as the fixed liability for prepaid 
premiums is concerned. Fluctuations in the prices of stocks are 
a less serious threat to solvency when they are confined to the 
funds contributed by the insurance companies’ stockholders. 

Savings bank investments. Investment problems confronting 
the savings banks likewise relate to the nature of their business. 
Since these institutions are almost all mutual, their entire obli- 
gations, save for a small surplus, are dollar liabilities to de- 
positors. The situation calls for commitments in credit instru- 
ments. Their investments are likewise regulated by law, because 
of the fiduciary relations they enjoy with their depositors. It is 
necessary for savings banks to maintain a portion of their funds 
in liquid form in order to meet the demands of depositors for 
withdrawals, but only a small part of their funds is so required. 
The bulk of their investments are logically found among long- 
term securities — ^bonds and mortgages. 

Local real estate mortgages, if conservatively selected, are 
especially satisfactory as a type of investment for savings banks. 
.The lack of marketability characteristic of the real estate mort- 
gage is no drawback to the savings bank, for it is not required to 
carry its investments in liquid form. The matter of yield far 
outweighs that of marketability, for the obvious reason that de- 
positors do not make heavy and unexpected withdrawals from 
savings banks. The nature of a savings deposit precludes such a 
course, and, also, the law customarily gives the savings bank from 
60 to 90 days, if it chooses, to pay the depositor. Its obligations 
are in no sense demand obligations. Furthermore, lending 
money on real estate mortgage is a service which the savings bank 
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should logically render to the community, particularly to its own 
depositors. 

The yield on high-grade real estate loans, more particularly on 
home loans, ordinarily exceeds the yield on high-grade bonds by 
about 1 per cent. The difference here is not occasioned by lack 
of security, but rather by the cost of handling such loans. There 
is a special technique involved in handling real estate mortgages, 
which requires careful and frequent appraisals, proper title ex- 
aminations, a proper follow-up oh insurance policies, and a cler- 
ical force for handhng interest and principal payments. The 
average overhead cost for management on this type of investment 
is about one half of 1 per cent, where the amount invested exceeds 
a million dollars. If this is deducted from the usual rate, which 
would be from 4 to per cent, the net return would amount to 
from 3% to 5 per cent, as against 3 to 3% per cent on other classes 
of legal investments.^* 

Commercial bank investments. In economic theory, the com- 
mercial bank has been regarded as an institution accepting the 
demand deposits of the community and investing them in short- 
term advances for the purpose of financing the current assets of 
business. Since the operations involving these assets normally 
lead to the receipt of cash within a short period, they have been 
felt to be a peculiarly appropriate basis for commercial bank 
lending, because such loans could be contracted and liquidated in 
the event of heavy withdrawals either from the individual bank 
or the banking system. The Federal Reserve System, with its 
central reservoirs of credit for the rediscounting of commercial 
and short-term agricultural loans, was created to remedy the 
weak spot in this situation. By providing a market for such 
paper, sudden strains upon the banks could be met until the credit 
represented by the paper was liquidated. 

This simplified picture of commercial banking has failed to 
reflect the actual banking situation since 1920, for three main, 
reasons : 

1. A relative reduction in the demand for commercial loans. 
After the crash of 1920, business concerns began to feel more 
acutely the risks incurred in the use of temporary bank credit. 
In the decade which followed, the market for industrial securities 
became so favorable that the larger corporations found it possible 

“ For a more detailed discussion, of this type of investment, see Chapter 22. 
Overhead costs wjll run higher on loans repaid monthly. 



DETERMINATION OF AN INVESTMENT POLICY 


109 


to acquire permanent funds that were not subject to the hazard 
of sudden withdrawal by the banks. 

2. An expansion of both the direct and indirect demand for 
long-term credits. In the same period, the increasing demand for 
collateral loans to carry bonds and stocks constituted an indirect 
use of bank credit for long-term or "fixed capital” purposes. 
Banks also found and used the opportunity to make increased 
commitments in mortgages on real estate and in bonds — that is, 
direct long-term credits. This latter development has been se- 
verely criticized by those who have cherished the orthodox eco- 
nomic picture of commercial banking without any consideration 
for the third change. 

3. The rapid development of interest-hearing time, or "sav- 
ings,” deposits. By arguing that these deposits were of the same 
character as those of the mutual savings banks, it seemed not 
illogical to the banker to invest them in a more permanent form. 
The more rapid increase in time deposits following 1920 was, as a 
result, paralleled by the increase in bond investments.^^ In the 
criticd years between 1929 and the banking moratorium of 1933, 
bankers found that these deposits were subject to heavy with- 
drawal to the same extent as their demand deposits. This was 
not the experience of the mutual savings banks, however. Any 
attempt to check withdrawals by requiring advance notice from 
these time depositors proved impractical because of the fear it 
generated and the consequent bad effect on demand deposits. 

Some responsible students argue for the complete separation 
of the two types of banking. Until that ideal has been achieved, 
any investment policy must be framed to recognize the factors 
just cited. Conservative judgment would counsel complete 
liquidity for funds held against demand deposits and, if not com- 
plete liquidity, at least a large measure of marketability for funds 
held against savings deposits. Applying this general rule, it is 
clear that the commercial paper eligible for rediscount with the 
Federal Reserve banks would stiU be the most attractive form of 
asset to the extent that it could be obtained. Whatever may be 
the theoretical objections, the collateral loan, when suitably 
margined with securities of satisfactory quality, will also rank 
high from the bankers’ point of view. The safety record of such 


““See Figure 11, showing deposits and earning assets of national banks in 
classified form for the years 1920-1932, Guthmann, H. G., Anaiysts of Finardd 
Statements (New York: Prentice-Hall, Inc., rev. ed., 1935), p. 467. 



!I0 DETERMINATION OF AN INVESTMENT POLICY 

loans, which have involved well-known listed securities, has been 
extrejnely good. Their chief demerit lies in the strain which the 
forced liquidation of such loans may place upon the security 
markets and, conversely, in the fact that the opportunity for the 
inflation of security prices may be made easier through bank 
credit expansion. 

Bonds of good quality may be readily marketable, but they are 
subject to considerable price fluctuation, even the choicest issues, 
such as the United Slates Treasury bonds. If true liquidity — 
that is, ability to recover principal quickly without loss — ^is 
sought, only ;marketable issues of prime quality with a short ma- 
turity, presumably not over three years, should be selected. The 
fluctuations of even high-grade, long-term bonds under the trying 
conditions of 1931-1933, explain the extreme favor accorded to 
short-term United States obligations since then, as well as to 
prime short-term corporate issues. Recently high bond prices 
and fear of reaction have been an influence in the same direction. 

As regards the real estate mortgage, many conservative com- 
mercial bankers believe that it should be avoided even by the 
bank with time deposits, except possibly in limited amounts and 
where the loan is small enough so that it may be retired out of the 
borrower’s income without refunding over a period of from one 
to three years. Others feel that the danger of runs has been .so 
diminished by Federal Deposit Insurance that a more liberal po- 
sition can be adopted with safety. Under the Banking Act of 
1935, national banks are permitted to lend on first mortgages up 
to 50 per cent of the appraised value of farm land and improved 
business and residential properties, and for a term not longer than 
five years. If sufficient installment pa 3 nnents are arranged to 
retire 40 per cent of the loan during its life, the amount can be 
increased up to 60. per cent of the appraised, value, and the term 
increased to not more than ten years. These restrictions do not 
apply, however, for insured loans made under the provisions of 
Title Il'of the National Housing Act. To be insured under the 
act, real estate loans may run to 80 or 90 per cent of the ap- 
praised value, and, while amortization is compulsory on a 
monthly installment plan, the period of repayment may be as 
long as twenty-five years. The aggregate of real estate loans 
permitted a national bank is an amount equal to its capital stock 
and surplus, or 60 per cent of its time and savings deposits, which- 
ever is greater. Should a suitable rediscount market for mort- 
gages be developed by Federal agencies, the desire for the higher 
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yield to be obtained from such loans will tend strongly to en- 
courage their expansion. 

Any attempt to set up an ideal for the apportionment of a 
bank's fund would be justly subject to the criticism that a bank 
must vary its program to meet local and seasonal influences affect- 
ing its deposits. Among the more important factors involving 
the seasonal changes in deposits and bank loans are the following : 
the seasonal nature of local industries ; local customs in respect to 
payroll disbursements; the size of the community; and the com- 
position of the bank’s accounts. 

Furthermore, banks are limited in making both commercial and 
collateral loans to the demands of borrowers. The influence they 
can exercise through changes in the discount rate is limited. 
They have to invest in what is available. In the bond market, 
the situation is somewhat different, because banks are but one 
factor in the supply of funds. Life insurance companies, savings 
banks, and individuals are also to be considered. Consequently, 
the bonds held by the banking system may be increased or de- 
creased by the shifting between these different classes of institu- 
tions. The treatment of limitations upon the policy of banks and 
the possibility of using the bond investment backlog in a semi- 
speculative fashion to take advantage of changing interest rates 
is deferred to the discussion of the business cycle.^" 

Further consideration of matters of general policy : diversifi- 
cation. The necessity for establishing an investment program as 
the first step in the investing process is no doubt well established 
in the reader’s mind by this time. The selection of conservative 
securities is surely one of the importarit functions to be assumed 
by the investor, but until a program has been determined which 
provides for the right types of investments, his task of selection is 
far more difficult and may lead to unsatisfactory results. Our 
discussion up to this point has dealt with well-defined types of 
investment funds, or investors, for the purpose of illustrating 
some of the important questions that arise in respect to the 
matter of policy determination. There are still other matters, 
general in their application, yet of sufficient importance to war- 
rant special consideration. 'The first of these pertains to the 
matter of diversity. The proper diversification of investments is 
a first prerequisite, quite regardless of the nature of the funds to 
be invested. Eules for diversification, therefore, are of general 


'See Chapler 30. 
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application^ and for this reason have been neglected in our dis- 
cussion of specific types of funds. We speak of rules of diversifi- 
cation and imply thereby the existence of several different kinds 
of diversification, as contrasted with the simple notion that one 
has gone far enough if he has included the obligations of several 
different companies in his portfolio. 

The old proverb that cautions one not to put all his eggs into 
one basket carries a valuable lesson for the investor, despite the 
contrary opinion held by one of our leading financiers. Andrew 
Carnegie is reputed to have reversed the famous adage ancf to 
have advised a young friend of his “to put all his eggs in one 
basket, but to watch the basket.” No doubt there is an element 
of truth in what he said, but scientific investing requires the prac- 
tice of the best ideas in both theories. Diversification should be 
sought, but not at the expense of watching the basket. Commit- 
ments should not be so widely spread thaf the investor is unable 
to watch his investments, yet an undue risk is assumed if too 
large a portion of one’s funds is committed to one enterprise. 

The simplest type of diversification, as already suggested, re- 
quires that one spread his funds over several enterprises. It is 
not suflicient, however, to diversify among enterprises all in the 
same field. Thirty-five years ago traction securities as a class 
were in high favor among investors. Fundamental changes have 
occurred in the industry, however, affecting adversely all traction 
securities.®'^ The investor, therefore, who diversified only among 
tractions some years ago would have suffered heavily, while an- 
other who spread his commitments among both traction and 
electric light and power companies would have protected himself 
in part against fundamental changes for the worse in either in- 
dustry. While the securities of the former companies have de- 
clined in value, there has been a marked improvement in the 
investment status of the latter. Consequently, it is a principle 
■of first importance in the investment of funds that diversity 
should be sought in respect to industries as well as enterprises. 

Geographical diversification. In large funds, geographical 
diversification should also be sought. Insurance companies, in 
making m ortgage loans, assign a certain portion of their funds 

Important capital losses in this industry began to be severe between 1016 
and 1919. During this period 797 miles of track were sold as junk, while 267 
miles had been abandoned. Some of this abandoned mileage was later reclaimed, 
but a large part has never been recovered. See Proceedings oj the Federal Elac- 
tne Railways Commission, 1920, pp. 87, 88. Abandonments and scrapping con- 
tinued after this period. 
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to each of the various states of the Union. Thus do they avoid 
the danger of substantial losses from local depressions or from 
shrinkages in values due to fundamental changes in the economic 
development of a particular territory or region which is tied up 
with a single industry, or from physical disasters, such as earth- 
quakes or floods. The same policy is adopted by certain large 
investors who purchase municipal bonds. 

Sometimes, geographical diversification is carried further and 
the securities of foreign countries are included. One of the large 
investment trusts operating in this country seeks investment in 
all the principal countries of the world. From studies that this 
trust has made, it appears that prices of securities are always 
rising on some of the exchanges of the world, and falling on 
others. The aim of this trust is to sell in those markets where 
the averages appear to have reached the top, and to buy in those 
markets that are recovering from depressions. Geographical di- 
versification is here carried far beyond the limits which the aver- 
age investor can accomplish. 

Diversification as to maturity dates. Diversification accord- 
ing to maturity date is still another method of insuring against 
undue losses. As previously noted, the prices of high-grade 
bonds vary inversely with interest rates. That is, high interest 
rates are accompanied by high bond yields, or low bond prices. 
Conversely, low interest rates are accompanied by low yields and 
high prices. Let us suppose, now, that a large proportion of the 
investments of a specific fund mature at a time when interest 
rates are extremely low. The reinvestment of such funds can 
be effected only on disadvantageous terms, because of the general 
market situation. A contingency such as this can be guarded 
against, however, by purchasing bonds with varying maturity 
dates. 

The easiest way in which to effect diversity of this type is to 
set an arbitrary period within which all maturities shall fall. 
This period may be twenty years, or longer, if desirable. All 
new purchases are then confined to bonds maturing within this 
period, and are so arranged that approximately an equal amount 
mature each year. In this way the investor is able to command 
the average interest rate in effect during the period selected. A 
period of twenty years is suggested because this is sufficiently 
long to provide for at least one long swing in the cycle of business 
conditions. The determination of the period, however, is less 
important than the exercise of selection in maturity dates. 
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The problem of maturities is sometimes governed by other 
factors. The investment of life insurance represents premiums 
collected in advance. On account of the actuarial basis on which 
risks are assumed, the company can predict with some accuracy 
the amount of the payments it will be required to meet each year, 
on the basis of policies in force at any given time. The maturity 
of life insurance investments, therefore, should be so selected as 
to provide the company with the necessary funds to enable prin- 
cipal laayments to be made on its policies. A great majority of 
the contracts of life insurance companies run for relatively long 
periods, and for this reason long-term bonds are generally pur- 
chased by such companies in preference to short-term bonds or 
notes. 

In other situations, it may be desirable to have part or all of 
a fund invested in short-term bonds in order to provide liquidity. 
This applies particularly to the investments of business concerns 
whose surplus funds are temporarily invested outside of their 
own businesses. For individuals, likewise, it is desirable to main- 
tain some funds in liquid form in order to meet exigencies as they 
arise. At death, liquid funds are especially necessary to meet 
estate taxes and administration expenses. Other reasons for 
carrying some short-term investments have already been con- 
sidered. 

Tax-exempt versus taxable securities. Whether the purchase 
of tax-exempt securities is desirable, and, if so, the extent to 
which such securities should be purchased in proportion to tax- 
able securities, usually are matters to be settled by reference to 
the size of the fund to be invested and the total income of the 
beneficiary. 

Some bonds contain a clause whereby the issuing company ■ 
contracts to pay, the normal income tax “not in excess of 2 per 
cent" on the taxable income received therefrom, and in rare in- 
stances the payment has been as high as 4 per cent. This agree- 
ment, however, carries little benefit to the taxpayer whose in- 
come is subject to the heavy surtaxes that have been in force 
since the first World War. 

Certain Federal, state, and municipal obligations are totally 
exempt from Federal income taxes. Bonds and notes of the 
Federal land banks, intermediate credit banks, joint-stock land 
banks, and territories of the United States, all of which are re- 
garded as instrumentahties of the Federal Government, are simi- 
larly exempt: In fact, these latter obligations, as well as direct 
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obligations of our Federal Government, are further exempt from 
local taxes, such as the income tax in Massachusetts and New 
York, the so-called four mill tax in Rhode Island, and like taxes 
in other states where such taxes on. intangibles arc in force. 

Beyond the limits suggested, however, the income from the 
bonds and stocks of ordinary corporations is taxable under the 
Federal income tax law and under state income tax laws where 
such apply. Furthermore, the rates at which the tax is com- 
puted increase as the size of the income increases. It is apparent, 
therefore, that tax-exempt securities are especially attractive to 
large investors.^® 

Marketability. In our analysis of the problems confronting 
special types of investors, reference was made to the question of 
marketability, or liquidity. There is a distinction between in- 
vestment in marketable securities and short-term or liquid in- 
vestments. The latter type of investment implies that the 
principal sum will be payable within a short period of time. The 
purchase of marketable securities is made where there is a rea- 
sonable chance that it may be necessary to raise cash at some 
future time, but where there is no definite date at which such 
cash may be needed. Commercial banks confine their security 
purchases largely to marketable issues in order to be in a posi- 
tion to raise cash if occasion should arise. The investment of 
temporary surpluses of business concerns should likewise be con- 
fined to marketable issues, particularly short-term issues, if cash 
may be needed shortly. Savings banks confine a large portion 
of their investments to long-term issues and first mortgages on 
improved real estate which lack marketability, yet they do carry 
sufficient marketable securities to provide against emergencies. 
The policy to be adopted in respect to the investment of personal 
funds or trust estates wiU depend upon the circumstances of the 
case. Business men frequently find it desirable to keep part of 
their funds in marketable securities, if only to have available 
good collateral against which they may borrow. Banks will loan 
considerably more on marketable securities than they will on 
those lacking a ready market. 

The marketability of an issue, as a general rule, depends on 
its size, whether it is listed, and the reputation of the issuing 
company, although the channels through which it was originally 
sold must also be considered. A small issue, brought out by a 
little-known .banking house and placed amoPg a naiTOW group 
“‘See also Chapter 39. 
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of investors, will naturally have a very limited market. On the 
other hand, a sizable issue, handled by a syndicate of well- 
known bankers will be vddely traded in even if it is not listed.^® 
In corporate finance the term “marketability” is relative. Al- 
most any security can be sold at a price, but when the investor 
considers marketability, he pictures a security which can quickly 
be disposed of at the prevailing market price. The spread be- 
tween the bid and the asked price of listed securities which are 
actively traded in is usually very small — ^between 1/8 and 1/4 of 
a point. The spread is even less for obligations of the United 
States, sometimes falling as low as 1/16, or even 1/32 of a point 
for the more active short-term issues. For inactive securities, 
in which some over-the-counter trading is done, the spread may 
be between 1 and 2 points, whereas in the case of securities which 
are traded in infrequently, the spread may be as great as 10 
points. The following quotations will indicate this situation: 


QUOTATIONS, ABOUT AUGUST 31, 1940 


Security 

Bid 

Asked 


U. S. Ti-easury 2Vs, 1951-53.... 

103M 

103« 

Listed N. Y. Stock 
Exchange 

American Telephone & Telegraph 
Debenture 3i’s, 1961 

109 

109i 

Listed N. Y. Stock 
Exchange 

Cities Service Co. Debenture 5’a, 

1903 

771- 

794 

Unlisted 

Denver & Salt Lake Income Mort- 

gage 6's, 1960 

Source: Sank Quotation Record, September 

61 

5, 1940. 

624 

Unlisted 


Another factor which narrows the margin between the bid and 
the asked price of bonds is the effect of redemption. Where an 
issue is being gradually retired through the operation of a sinking 
fund, the market is usually maintained close to the call or re- 
demption price. There are two reasons for this. (1) The de- 
mand created by the sinking funds for bonds is usually sufiicient 
Aa exoelleat source of information relative to the market on unlisted securi- 
ties is the weekly stock and bond offering services of Standard Statistics Com- 
pany. These services summarize the bid and asked prices on a wide range of 
securities throughout the United States. Data are made available weekly and 
are cumulated monthly and annually. For daily fluctuations in the bid and 
asked prices of this type of security, the National Daily Quotation Service is 
available. If information is sought for only the more active over-the-counter 
securities, the Commercial and Financial Chronicle will generally be sufficient. 
The publishers of the latter periodical also prepare the monthly Bank and Quo- 
tation Record, which contains market quotations on a wide range of listed and 
unlisted securities. (This publication was the Bank and Quotation Section of the 
Commercial and Financial Chronicle' prior to March, 1928.) Another monthly 
source is Moody’s Bond Ratings with Quotations. 
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to absorb most of the bonds that come on the market. (2) Bonds 
which originally went into weak hands, so to speak, are lifted off 
the market soon after the redemption begins, thus leaving only 
those bonds that are held by investors who have no strong rea- 
sons for selling. Securities whose market is limited invariably 
sell at a somewhat lower price than equally well-secured issues 
with a ready market, and, hence, enable one to secure a somewhat 
higher yield, where marketability is not a prerequisite. 

Sound investments versus speculative commitments. As al- 
ready suggested, the degree of risk that may be tolerated in an 
investment program will depend lai'gely on the position of the 
investor. Large investment profits are made, not in high-grade 
bonds, but through the purchase of common stocks, or preferred 
stocks and bonds whose present position offers opportunity for 
substantial improvement. New York, New Haven & Hartford 
convertible debenture 6’s, due in 1948, sold as low as 51% in 
1921. By 1930, however, they had risen to approximately 135. 
While they still offered at that time an opportunity for further 
profit through the conversion privilege, the real profit was realized 
by those who purchased these bonds in 1921 when the road was 
in poor financial condition, was showing a heavy deficit, and con- 
sequently was not considered a good credit risk. Those who 
purchased in 1921 were for the most part investors in a position 
to study the situation and to foresee future events. Purchasers 
should have been those who were in a position to accept a tem- 
porary loss or a total loss in case their judgment was wrong. 
Quite different would have been the position in 1921 of a widow 
whose sole income came from a $50,000 fund. The investment 
of such a fund would require the most carefully selected issues, 
well secured by income and assets, and not requiring the con- 
stant attention necessary to protect investments in less conserva- 
tive securities. 

In other words, investors who are in constant touch with the 
market, whose judgment enables a selection of securities where 
risk is overemphasized in current quotations, and who can afford 
to suffer occasional losses, may well use part of their funds in 
purchasing new and unsecured issues, common stocks, or the 
securities of companies whose condition is weak, but whose 
prospects are good. They will be rewarded in so doing in pro- 
portion to their skill in analyzing accurately all the elements of 
the situation, but they will be penalized for their errors in judg- 
ment. 
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Summary. In the present chapter we have focused attention 
on some of the more general aspects of the investment problem 
which must be considered by the individual investor before he 
can proceed with the actual selection of securities. What would 
be a reasonable and proper investment for one person would be 
highly undesirable for another. Private investors as well as in- 
stitutions, therefore, should first study the types of securities 
which best fit their needs and confine their selections to these 
types. 

In determining the question of policies, we find that a number 
of general factors must be weighed. Proper diversity, in respect 
to businesses, industries, maturity dates, and types of securities, 
is of prime consideration and must be provided for at all costs. 
The extent to which present income is desirable as opposed to 
deferred income is also a matter of policy. Some investors use 
discount bonds as a means of capital accumulation, whereas 
others are content to buy either discount or premium bonds. It 
is also a matter of importance to determine when it becomes 
profitable to purchase tax-exempt bonds. The current rates at 
which incomes are taxed and the spread between the yield on 
tax-exempt as compared with taxable securities enter into this 
problem. Aiiother matter to be decided is the extent to which 
marketability or liquidity is desirable. And, finally, how skilled 
is the investor in analysis, how far can he rely on his judgment, 
and to what extent does he feel it proper, in an effort to profit 
through market appreciation, to purchase securities which are 
somewhat below the highest-grade, seasoned securities in qual- 
ity ? These are all matters that require attention in the forma- 
tion of an investment program. 
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Classification of Securities 


Reasons for lack of standardization in security issues. The 
student who approaches the science of investment for the first 
time is at once impressed with the apparent lack of standardiza- 
tion in types of securities. Not only is the number of different 
securities currently traded in very large, but there is a wide 
variety in the manner in which these securities permit the hold- 
ers thereof to participate in the income and assets of the bor- 
rowing unit, as well as a similar variation in the extent to which 
control is permitted in the affairs of the corporation. It follows, 
as a result of this situation, that the risk elements attached to 
various types of securities differ fundamentally. In view of this 
confusing situation, it is difficult to undertake a detailed analysis 
of the field without first developing satisfactory methods of classi- 
fication and considering in a general way nomenclature ordinarily 
employed when discussing stocks, bonds, and notes. This will be 
the function of the present chapter. 

The first step in this process will be to consider the basic reasons 
why the market is willing to absorb an increasing variety of 
securities. The reaction of different investors to the more im- 
portant characteristics of investments will be analyzed briefly. 
Consideration will next be given to the principal sources from 
which investment securities emanate. Subsequently, several 
fundamental bases according to which the more important kinds 
of stocks, bonds, and notes may be classified will be discussed. 

Reasons for different kinds of securities. The reason why 
there is a lack of standardization in the investment field is two- 
121 
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fold. In the first place, the status of corporations and other 
borrowers of money varies in respect to credit, financial position, 
character of business, and banking affiliations. Borrowers, who 
are the issuers of securities, will naturally adopt those instru- 
ments which are best suited to their particular requirements. On 
the other hand, the needs of investors are not all alike. In ana- 
lyzing the demand for securities it is convenient to consider some 
of the qualities of various securities and the reaction of different 
investors thereto. The primary qualities of a security may con- 
veniently be discussed under three headings: income, risk, and 
control. 

Subjective characteristics of investments: income and risk. 
One of the first requirements of any investor when making a 
commitment is income. The amount of income which can be ob- 
tained in the investing process, however, depends in part on the 
amount of risk the investor is willing to take. The person who 
seeks entirely to eliminate risk, and who is content to receive a 
return commensurate with the going rate of interest, looks for 
such investments among high-grade, well-secured bonds. The 
return on such securities is fixed — the borrower promises to pay 
a fixed rate of interest irrespective of business conditions or prof- 
its. Principal is also well protected by assets, which may be 
pledged as security under a mortgage. 

There are other investors willing to assume moderate risks in 
an effort to raise their return. Nevertheless, they also require in 
the investment contract the promise of a definite and fixed income 
and the return of their principal sum at some future date. Such 
investments are stiU found in that class of securities luiown as 
bonds, although the security offered by the corporation in the 
form of earnings and assets is somewhat less than in the first case. 

Contrasted with investors of the first type are those who are 
content to assume the maximum risks of the business, but who 
expect, in return, to receive such profits as may remain after all 
expenses and charges are met. These are the stockholders, or 
owners of the business. There is no limit to the return which 
the stockholders may receive on their investment other than the 
earning capacity of the business. On the other hand, there is no 
promise that they will receive any return, nor is there a prom- 
ise to pay back at any future time the principal sum in- 
vested. It is true, however, that, even in the case of stocks, 
devices are often employed to divide profits in such a way as to 
assure a steady but constant return to a preferred group, and to ' 
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allocate the remaining profits to the common stockliolder, .whose 
income is characterized by wide fluctuations w'hen compared with 
that received by the other interests in the concern. 

What has just been said may be pictured graphically somewhat 
as follows: 



Figure 7 — Chart Showing Priorities of Various Securities of a Corpo- 
ration in Respect to Claim Against Income and Assets and 
Relative Order of Risks. 


The purpose of Figure 7 is merely to indicate the manner in which 
a corporation may devise means of financing which appeal to the 
varied requirements of investors in respect to income and risk. 
The rate of return promised to investors who insist on the first 
claim is the lowest, but the best secured. Those who require less 
security and who are willing to accept a position subordinate to 
Group I are entitled to a somewhat higher return on their funds. 
Nevertheless, investors in both these groups are relieved so far 
as possible from all uncertainty regarding the amount of income 
they will receive, in that they have committed their funds to the 
enterprise only on the basis of a definite contract. In this con- 
' tract the corporation promises to pay not only a specified annual 
return, but also the principal sum, at a stated time. Above the 
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double line are indicated the claims of the stockholders. The 
nature of their claims differs fundamentally from that of the 
bondholders in that it represents a participation in profits. If 
profits are large, their return is large; if small, their return is 
small. In fact, the stockholders may not receive any return at 
all if earnings do not justify the payment of dividends. Even 
in the case of stockholders a distinction is often made in the mat- 
ter of risk and income. In order to meet the requirements of 
those who prefer to receive a constant income rather than take a 
chance on receiving large profits during good years and low profits 
during poor years, a preference may be established among the 
owners of the corporation. By issuing preferred shares to which 
a prior claim on profits is allocated, there is a reduction in risk. 
On the other hand, except in, certain cases, this is accompanied 
by a restriction on dividends to a stated amount, as well as a re- 
striction on participation in assets in case of dissolution. More- 
over, the payment of preferred stock dividends depends not upon 
contract but upon the action of the directors. 

Control. Closely related to the matter of income and risk is 
the entire question of control. The extent to which investors in 
Groups I and II are permitted to share in the management of 
the corporation is naturally very limited. In fact, bondholders 
are rarely given any voting control except under special condi- 
tions, Not only is this situation logical, in view of the relations 
between borrower and creditor, but it is desired by a certain group 
of investors. With control goes all the attendant care and re- 
sponsibility which many investors seek to avoid. The bond- 
holder is purely a capitalist, in the economic sense, and is in no 
way an entrepreneur. His essential function consists- of com- 
mitting capital to the management of others. As a practical 
matter the same situation applies, as a rule, to the preferred 
stockholder, although there are exceptions. The investor who 
seeks control ordinarily does so by the purchase of common stock. 

Marketability. The three subjective qualities of investments 
which we have just discussed under the headings income, risk, 
and control, are basic. There remain certain secondary qualities 
for brief discussion. The first of these is marketability. Some 
investors require a ready market for their securities. In fact, 
all investors generally prefer to maintain a part of their holdings 
in securities that can quickly be disposed of at the prevailing 
market price. The marketability of a security depends on a 
number of different factors, such as the size and nature of the 
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issuing company, the method of flotation, and the place and fre- 
quency of sale/ 

Freedom from care. In much the same way that certain in- 
vestors seek to avoid the responsibility of management, they seek 
to avoid the care and watching necessary to safeguard a fund in- 
vested in speculative issues. By referring to our diagram on page 
123, it will be seen that the position of investors in Group I is 
protected by the succeeding equities of Groups II, HI, and IV. 
Moderate fluctuations in business conditions and earnings are of 
little concern to the first mortgage bondholder. On the other 
hand, as we pass from Group I up to Group IV, we find not only 
that greater care is required in making original selections, but 
that the investor, once having made his commitment, must safe- 
guard it by more carefully watching the operations of the issuing 
corporations. There is certainly a much greater need for careful 
supervision of a fund invested in common stocks than of one in- 
vested in well-secured bonds. And it is the extent to which a 
given investor is qualified, or has the inclination, to devote him- 
self to supervision that will induce him to purchase the securities 
with high risks and opportunities for large income in contrast to 
low-risk and low-income investments. 

Taxability. The question of taxability is a matter of concern 
to certain investors, particularly individuals with large incomes. 
The bonds of states and municipalities are totally exempt from 
the Federal income tax. Certain other bonds are also wholly or 
partially exempt from Federal or state income taxes. Individu- 
als with incomes of sufiicient size to be subject to the higher sur- 
taxes may often find it profitable to buy tax-exempt securities, 
although their market yield is lower 

Maturity. The maturity of an issue is also a factor that is 
often considered by the investor. Some investors prefer very 
short maturities, in order to maintain their funds in a liquid 
condition. Other investors require a diversification among the 
maturity dates of their investments in order to make sure of an 
approximately equal amount, of maturities each year, while still 
other investors prefer long maturities in order to avoid, the ne- 
cessity of frequent reinvestment. These varied requirements 
make it possible to market issues with a wide variety of maturity 
dates.® 

fiirtKer discussion of marketabiliiy, see p. 116. 

“For a more detailed discussion of tax-exempt securities, see Chapter 29. 

“ The diversification of maturity dates is discussed on p. 113. 
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Sources of investment securities: corporate financing. The 
principal investment securities in this country are the stocks and 
bonds of corporations. In fact, except for government issues, 
shortly to be discussed, the corporation is practically the sole 
primary issuer of securities in the accepted sense of the word. An 
exception to this statenaent is found in the case of “business or 
express trusts,” which are organizations not unlike the corpora- 
tion in many respects and which actually issue certificates of in- 
debtedness and ownership in much the same way as corporations.^ 
The joint-stock form of organization, of which the Adams Ex- 
press Company is an example, might conceivably be used in place 
of the corporation to carry on business enterprises and to issue 
transferable shares of stock. As a practical matter, however, it 
is rarely used in this country, on account of the unlimited liability 
attaching to the transferable shares. 

The outstanding characteristic of securities issued by corpora- 
tions and express trusts is that their return is normally depend- 
ent on the productivity of the enterprise. The value of the 
assets of a typical business enterprise is closely associated with 
actual or potential earning power; and both interest on bonds 
and dividends on stock depend on the earnings. The relatively 
few exceptions to this statement are found in bonds issued by 
incorporated charitable and religious organizations. 

Governments as borrowers. The securities of governments — 
Federal, state, and municipal — are important and, while smaller 
than the total of all corporate securities, they now add to a total 
considerably larger than that of corporate debt issues or mortgage 
debt. The total amount of government issues in the United 
States has recently (1939) been estimated at about $60,000,- 
000,000, as compared with about $36,000,000,000 of corporate 
bonds outstanding, and with about $36,000,000,000 of urban and 
farm mortgage debt; while foreign government bonds and loans 
are estimated at approximately $4,000,000,000. 

In contrast with corporate securities, whose ultimate value de- 
pends on earnings, the income and ultimate return of principal in 
the case of government securities depend on taxing power and 
credit. The corollary to this situation is that funds secured by 

■‘E.xamples of this fonn of organization are the American Optical Company, 
the International Paper and Power Company, and the Eastern Gas and Fuel 
Associates. For a complete discussion of this type of organization, see Gersten- 
berg, C. W., Financial Organization and Management (New York: Prentioe-Hall, 
Inc., 2nd rev. od., 1939), Chapter V. 
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corporations are supposedly employed for productive purposes, 
while funds borrowed by governments may or may not be used 
productively. However, it very frequently happens that gov- 
ernments use borrowed funds productively in the sense that pri- 
vate corporations use them. 

Securities of financial institutions: holding companies. Fi- 
nancial institutions may be defined as companies whose main 
business consists of investing funds. Where the financial insti- 
tution issues its own securities against its purchases of the securi- 
ties of other corporations, the resulting supply may be considered 
secondary in nature. Thus, if a corporation is formed to pur- 
chase the stocks of corporations A and B, and issues its own stock 
to effect this purchase, there is no net change in the total supply 
of securities in the hands of the public. There is merely a sub- 
stitution of one security for another. On the other hand, where 
the holding company carries on some business independently of 
that of holding the securities of other companies, or where there 
is a stepping up of capitalization, there will be a net increase in 
the sujDply of securities. 

One of the most conamon types of financial institutions is the 
outright holding company. Such a corporation is formed solely 
to acquire and to control the stocks and bonds of other corpora- 
tions. The holding company issues its own securities against 
assets, which consist mainly of the stocks and bonds of the under- 
lying companies. The true type of holding company does not 
engage in operations on its own account, but purchases the se- 
curities of other corporations for the purpose of controlling th.e 
management of its subsidiaries." In this latter respect, it differs 
fundamentally from the investment company, which purchases 
solely for the purpose of investment, and is not interested in 
control. 

Investment trusts. Another type of financial institution is the 
investment trust, or investment company. Such a corporation 
or trust is formed purely for investment purposes, and its essen- 
tial function consists of the purchase and sale of stocks and bonds, 
and, in some cases, property. The company derives its income 
alm'Dst entirely from interest and dividends on the securities it 
holds; from syndicate profits, where it participates in syndicate 
underwriting; and from profits on the purchase and sale of se- 

' An analysts of the holding company as it operates in the public utility field 
i.s given in Chapter 16, 
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curities. It does not attempt to manage the companies whose 
securities it owns/’ 

Other types: banks and insurance companies. Commercial 
banks and insurance companies also must be classed as financial 
institutions. Where such enterprises are conducted under the 
corporate form of organization, they acquire their capital in much 
the same way as ordinary business corporations, except that, gen- 
erally speaking, they are financed by the issue of only one type 
of security — common stock. While an essential part of the busi- 
ness of these institutions is that of investing, they perform col- 
lateral services as well. Furthermore, the nature of their busi- 
ness is such that they must be considered as primary creators of 
securities, in so far as their own stocks are concerned. 

Classification of investment securities: common stocks. We 
are now prepared to take up several different methods by which 
investment securities may be classified. In this connection we 
shall give no detailed consideration to different types of securi- 
ties, but merely a survey of the entire field. The balance of this 
chapter will be devoted to clarification rather than to explanation, 
and only such definitions will be given as are necessary. Subse- 
quently, all the more important types of securities will be con- 
sidered in detail and their characteristics more thoroughly dis- 
cussed. 

The first major division of securities is between those which 
represent ownership and those which are contractual. This dis- 
tinction was clearly emphasized when we considered some of the 
subjective characteristics of securities in an earlier part of this 
chapter. Common stock represents control “par excellence,” in 
that it generally has sole voting powers, except under certain 
conditions later to be discussed. Furthermore, it is subject to 
the highest investment risks of all the various securities of the 
corporation. On the other hand, common stock is entitled to all 
earnings and assets of the business after prior claims are satisfied. 

Common stocks may be issued with a stated par value or with 
no par value. This distinction, however, is mechanical rather 
than fundamental, and does not affect, per se, the investment 
status of the issue. Of greater importance is the division of com- 
mon stocks into nonvoting and voting (frequently designated as 
“Class A” and “Class B,” respectively). Here, again, we get 
back to the question of control. Theoretically, all the common 
stockholders of a large corporation are entitled to vote at stock- 

more detailed discussion of this type of institution, see Chapter 21. 
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holders' meetings. As a practical matter, many small holders 
never exercise this control. The former movement on the part of 
investment bankers to concentrate the voting control into a small 
number of shares designated as voting shares was not entirely il- 
logical, although it had its disadvantages, as will be shown later 

Preferred stocks. A certain class of investors is content to 
allow their participation in profits to be limited, in return for a 
prior claim thereto. Such investors, however, require a some- 
what higher return than the bonds of a corporation afford and 
are willing to forego the security attached to a contractual in- 
strument. To meet such requirements, the corporation may split 
its stock up into preferred and common. 

As the name of the title suggests, preferred stocks enjoy certain 
priorities over other classes of stock. If no special reference is 
made to the specific nature of these priorities, the legal assump- 
tion is that the preference feature applies only to dividends. 
More commonly, however, there is a definite statement in the 
preferred stock contract, which gives this class of stock priority 
in respect to both assets and earnings. Except in the case of 
participating preferred stock, which will be defined shortly, the 
preferred stocldiolder is restricted in the amount of dividends he 
may receive as well as in the amount of assets to which he is en- 
titled in cases of dissolution. 

Preferred stocks: cumulative and noncumulative. A further 
classification of preferred stock is possible according to whether 
the dividends thereon are cumulative. Where cumulative, there 
is an agreement that the preferred stock shall receive the full 
amount of dividends for all years, both current and past, before 
any dividends can be paid on the common. If, for any reason, 
the corporation is required to omit dividends in any year, or is 
able to pay only a portion of the full dividend on the preferred 
stock, the amount so deferred accumulates and must be paid 
before any dividends may be paid on the common. Where the 
stock is noncumulative, the assumption is simply that the full 
preferred dividend must be paid in any year before any common 
dividends are allowable; but if only a part of the preferred divi- 
dend is paid, or if no dividends at all are paid during the year, 
there is no accumulation, and the preferred holder has suffered 
an irreparable loss. 

While it is true that the corporation does not contract to pay 
back the principal sum indicated on the preferred stock certificate, 

'See p. 242. 
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nor promise or contract to pay a specified amount of dividend an- 
nually, there may be a variety of agreements between the cor- 
poration and the preferred stockholder regarding the setting up 
of sinking funds for redemption, the maintenance of a proper 
liquid position, the issue of prior obligations, and the prior right 
to a definite amount of assets in the event of liquidation.® 

First and second preferred stocks. Preferred stocks may also 
be classified in order of their priorities. In the case of certain 
large companies, we may have a number of different kinds of pre- 
ferred stocks, such as first preferred and second preferred, or prior 
preference (or “prior lien”) and ordinary preferred. The dis- 
tinction here is analogous in some respects to that found to exist 
between first and second mortgage bonds. The first preferred 
stock has a claim on current earnings and on assets in case of dis- 
solution, preceding all other stocks. The second preferred comes 
next, and so on. Or, looked at in another way, junior preferred 
stock issues are subordinate to the first preferred in respect to 
dividends and assets. 

Callable versus noncallable preferred stocks. Preferred stock 
may be callable or noncallable. The distinction here is much 
the same as in the case of bonds. Where a stock is callable, the 
corporation is given the privilege of retiring all or part of the issue 
at a specified price, usually in excess of par. Accumulated divi- 
dends, if any, must also be paid at this time. Prom the corpora- 
tion's standpoint, the callable feature is advantageous, in that it 
provides a way for the common stockholders to eliminate all pre- 
ferred stock, and thus to improve the capital structure of the 
corporation. From the stockholder’s point of view the callable 
feature may or may not be desirable. 

Participating preferred stocks. Participating preferred stock 
is distinguished from nonparticipating in that the former enjoys 
the right to participate in the earnings of a corporation over and 
above the specified dividend rate. This right, of course, is valu- 
able from the stockholder’s standpoint, but it reduces the amount 
of earnings which would otherwise accrue to the common stock. 
For this reason, corporations employ such stock only when their 
credit position requires a special inducement to obtain funds. 
The participating feature is the exception rather than the rule. 
An equivalent is the right to convert preferred stock into com- 
mon, but in exercising this privilege, the preferred stockholder 
finds it necessary to give up his position to obtain the desired 


“For a full diseusaion of these subjects see Chapter 10. 
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advantage of the common stock. A further analysis of these 
provisions will be given in Chapter 10. 

Control ; voting and nonvoting preferred stock. Customarily, 
voting control is denied the preferred stockholder, but not neces- 
sarily so. Thus, preferred stock may be voting or nonvoting. 
In some cases, limited voting rights are given to the preferred 
stockholders. From the investor’s standpoint, it is logical that 
voting control should be concentrated in the hands of the common 
stockholder, for the preferred holder is accorded a relatively cer- 
tain income in place of a fluctuating income, by virtue of his pre- 
ferred position in respect t 9 earnings. The same motives which 
lead him to choose this position will naturally lessen his desire to 
participate in the management of the enterprise. We may now 
summarize our classification of stocks somewhat as follows: 

Common stocks: 

With or without pjir v.ilue. 

Voting or nonvoting (,‘is. Class A iionvotiiig, Cla.«8 B, voting). 

Preferred Stocks: 

Preferred or not as to aissets. 

Cumulative or noncumulative. 

First or second preferred. 

Callable or noncallable. 

Nonparticipating or participating. 

Without or with conversion privilege. 

Nonvoting or voting. 

In the list of alternative forms of preferred stock, the more usual 
alternative is stated first in each cSiSe. 

Contractual obligations: classification more complex. The 
task of classifying the contractual obligations of corporations is 
much more complex than that of classifying ownership securities. 
A partial reason for this situation undoubtedly lies in the fact 
that an almost infinite variety of investment contracts is pos- 
sible. In the case of ownership securities, it is possible, of course, 
to vary such matters as control, priorities in respect to dividends 
and assets,. or the mechanical form which a particular issue will 
take. On the other hand, many of the features of credit or con- 
tractual obligations are lacking. Such matters as the problem 
of creating a mortgage on certain assets and determining the as- 
sets that can be pledged, the maturity of the bond issue, and 
methods of paying off the bonds are not involved in issuing stock, 
as they are in issuing bonds. The more factors that enter into 
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the problem, the greater the opportunity for variation in the 
form in which the contract finally emerges. 

Classification of bonds according to legal nature of security. 
The first basis for classifying bonds, and certainly o:ge of the most 
important, is the legal nature of the claim which they have 
against assets and earnings of the borrowing unit. Here the 
major division is between unsecured and secured issues. An un- 
secured bond is simply the promise of the borrower to pay to a 
registered bolder or to bearer a principal sum at a stated time and 
place, and also to pay a stated rate of interest on the principal 
until maturity. A secured bond, on the other hand, is a promise 
of the borrower to pay, as in the previous case, accompanied by 
a pledge of certain assets under some form of mortgage. If the 
borrower fails to live up to his agreement, complete title to these 
assets may be acquired by the bondholders through foreclosure 
proceedings. 

Unsecured bonds. Federal or government bonds are generally 
unsecured, but not always. Smaller countries, whose credit is 
not of the highest, often pledge revenues from import and export 
taxes and other imposts as security for their debts^" State bonds 
in this country are almost invariably unsecured. The obligations 
of political subdivisions, such as counties, special taxing districts, 
and cities and towns are also unsecured as a rule. Exceptions are 
the bonds issued to acquire and finance municipally operated 
public utilities, such as water works, electric lighting plants, and 
electric railways. These issues may, however, be secured by the 
pledge of the revenues of the utility instead of a mortgage on the 
property,^® 

Corporate issues. The bonds issued by business corporations 
and investment companies may be secured or unsecured, depend- 
ing on the combination of factors present in a given case. Un- 
secured bonds of corporations are frequently spoken of as “de- 
bentures,” although there are other types of unsecured issues. 
The term “note” is used to designate evidence of short-term 
borrowing. Notes are generally, although not necessarily, un- 
secured.^^ Receivers’ or trustees’ (in bankruptcy) certificates. 


” See Chapter 36 for a further study of loans so secured. 

“ See Chapter 25 for a more detailed analysis of municipal issues. 

“The distinction between notes and bonds is largely a matter of the time 
for which the issue is put out. Where the security has an original life of five 
years or less, the term “note” is generally used. Longer-term issues are called 
bonds. This distinction is only a matter of custom, however. 
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while they frequently rate ahead of all the bonds of a corporation, 
are rarely secured by a pledge of specific assets. 

Bonds with general security. Sometimes the security behind 
a bond is partly physical and partly general. Where two or more 
corporations are merged, the absorbing company may assume the 
bonds of the acquired company. The old physidal assets still 
serve as security for the bond, and so the bond has twofold se- 
curity, when it becomes a general obligation of the new company. 
Where consolidation is effected by means of a lease of the prop- 
erty of another company, the lessee corporation may guarantee 
the bonds of the lessor company. The bond is then known as a 
'“guaranteed bond.” A lessee company may also guarantee the 
payment of dividends op the stock of the lessor company. The 
guarantee is provided for by arranging a sufficient rental under 
the terms of the lease to provide for expenses of the lessor com- 
pany and a stated dividend on its stock. In such cases, the stock, 
to all intents and purposes, acquires most of the investment char- 
acteristics of a bond. The holder has a fixed contractual claim 
against the guarantor, and failure to pay constitutes a default. 

Another form of guaranteed bonds is the “indorsed bond.” 
Where several corporations engage in an enterprise cooperatively, 
they may borrow jointly, or else guarantee jointly the payment of 
the bonds of a subsidiary company formed for the purpose of 
holding the assets to be used in common. In such instances, the 
resulting issue is known as a “joint bond.” AU of these bonds, 
whether assumed, guaranteed, or indorsed by a corporation other 
than the issuing corporation, have only the strength of a general 
unsecured obligation with respect to this supplementary credit. 
They may, and frequently do, however, have mortgage security 
from the issuing corporation, so that they have double support 
and would fall under two headings in our classification. 

Secured bonds. The straight first mortgage bond, as the name 
suggests, represents the clearest cut example of a secured bond. 
Such bonds are not merely based on a definite contract with the 
corporation, but are also secured by a first mortgage on specific 
tangible 'assets, such as the plant and equipment of the company. 
In the event of default, under the terms of the mortgage, title to 
the property may be acquired by the bondholders through fore- 
closure proceedings. Where the mortgage given as security is a 
second, or a third, instead of a first,- mortgage, the bonds are 
known as second or third mortgage bonds. 

Quite naturally, investors are less satisfied with the security 
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of a second or a third, than with that of a first, mortgage. It 
is, therefore, to the advantage of the corporation or investment 
banker responsible for selling the securities to avoid the use of 
the term "second mortgage” if possible. Some other title, such 
as "first and general mortgage bonds” may be used without vio- 
lating the laws of veracity, yet such a term usually means that 
the issue is a first mortgage on a very small part of the corpora- 
tion’s property, and a general mortgage on the balance, subject 
to prior mortgages. 

The term "first and refunding mortgage bonds” also implies 
that the bonds are secured by a first mortgage on some of the 
company’s properties only. The essential purpose for which 
such bonds are issued, as the second part of the title implies, is to 
refund other issues of the corporation’s bonds as they come due. 
The extent to which they become first mortgage bonds as a result 
of this financing will depend partly on the rights and security ac- 
corded the maturing or refunded bonds and partly on the con- 
tract provisions of the refunding issue itself. Were the title 
"first refunding” mortgage employed, the adjective “first” would 
apply to "refunding” not to "mortgage,” and the lien would gen- 
erally follow earlier mortgages in priority. There are other titles 
which are frequently applied to bon^, such as “prior lien,” "re- 
funding,” or "blanket mortgage.” T^lie use of such terms often 
leaves the investor uninformed as to the real nature of the liens 
against the corporate property. The obvious conclusion to be 
drawn from our discussion up to this point is that the bond title 
may be misleading and fail to convey a real picture of the actual 
security going with a particular issue of bonds. Essential facts 
of this nature are contained in the bond indenture and not in 
the bond title. 

"Divisional bonds” is the term often used when referring to 
bonds secured by a mortgage on a particular division of a railroad. 
The term “sectional bonds” is used with a somewhat similar 
meaning — ^bonds secured by a section of the road. 

Real estate securities. In general, the term “real estate se- 
curities” is applied to bonds and stocks issued for the purpose of 
financing real estate transactions. Mortgage bonds secured by 
a specific m'ortgage on a definite parcel of real estate are known 
as "real estate mortgage bonds.” These bonds may be further 
^ classified according to the type of property mortgaged as office 
building, apartment, hotel, or garage bonds. 

Bond^'that are issued against a single large niortgage differ 
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somewhat .from those that are issued against the pledge of a 
irumber of different mortgages. In the latter case, several mort- 
gages are assigned to a trustee and bonds are issued against them 
as collateral. The security here consists of a group of small 
mortgages in contrast with a fractional participation in one large 
mortgage.^^ Bonds secured by a popl of mortgages are sometimes 
called "collateral real estate mortgage bonds.” Where the un- 
derlying mortgages are on farm properties, the bonds may be 
referred to as "farm mortgage bonds.” 

Under another method of financing real estate projects, the 
land trust, or fee ownership, certificate is used. Let us assume, 
in order to get a picture of the steps leading up to the issuance 
of such securities, that a group of men wishes to erect an office 
building on a given site. The first step involves the purchase of 
the land, which may be made by an individual or a corporation. 
Thereupon, a long-term lease is drawn up with the individual or 
the corporation that is to erect the building, providing for the 
erection of the building on the land as well as for the payment of 
an annual rental. The ownership of the land is then divided. into 
a number of fractional parts by the issuance of land trust cer- 
tificates. The purchase of a certificate gives the holder the right 
to a fractional participation in the leased ground. The owner 
of the building is usually given the option to purchase the land 
at some time during the life of the lease, at a price that will en- 
able all the fee ownership certificates to be called. The lease also 
provides for the payment of an annual rental sufficient to pay all 
dividend requirements on the certificates. On the other hand, 
if the lessor is unable to meet his rental charges, the lease is 
broken and title to both land and building reverts to the cer- 
tificate holders. A bond secured by a building constructed on 
such leased ground would be known as a “leasehold mortgage” 
bond. 

Collateral trust bonds. Collateral trust bonds are secured by 
the pledge of other securities, either stocks or bonds, and cus- 
tomarily are issued by companies found in the so-called "invest- 
ment group.” Such bonds are secured by a mortgage, but the 
property pledged differs from that pledged to secure what is or- 

“ For a complete discussion of real estate bonds, see Chapter 22. 

“Under the Federal Farm Loan System in tliis country, Federal land banka 
are permitted to issue debenture bonds. Private ioint-stock banks formerly had 
the same privilege. The principal assets of these banks are farm mortgage.^. Such 
bonds are sometimes referred to as farm mortgage bonds. A complete discussion 
of the operations of these banks will bo found in Chapter 23. 
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dinarily called "mortgage” bonds. The latter term is usually 
applied only to issues secured by real property. Stocks and 
bonds, however, are personal property, and “intangible,” as the 
term is used in law.^* (Personalty is any movable property, as 
distinguished from real property, or real estate.) Further classi- 
fication may be used here to designate the nature of the collateral 
pledged. Where the underlying securities are all first mortgage 
bonds, the collateral issue may be known as a first mortgage col- 
lateral trust bond. 

Equipment securities. Securities that are secured by a pledge 
of railroad equipment, either under a mortgage or by means of 
a lease or a conditional biU of sale, are known as equipment se- 
curities.^® Where the conveyance of the pledged property is in 
the form of a mortgage, the obligations are commonly referred to 
as "equipment bonds.” Under the most commonly used arrange- 
ment, however, title to the equipment remains in the hands of a 
trustee, and the equipment is leased to the railroad until the 
rentals have retired all of the certificates, after which the trustee 
conyeys title to the railroad. Under this plan, equipment trust 
certificates are issued, giving a participation, or share, in the 
leased equipment. Legally, such a certificate is an ownership in- 
strument like a share of stock; practically, or from an investment 
point of view, a credit type of instrument is created with a fixed 
claim against the leasing railroad. 

Miscellaneous. It would be possible to extend almost indefi- 
nitely our list of bonds classified according to the nature of t}ie 
security. Thus, “timber bonds” designates issues secured by tim- 
ber lands; “terminal bonds,” issues secured by terminal property; 
“wharf bonds,” issues secured by wharves; “steamship bonds,” 
issues secured by steamship companies. It is scarcely necessary 
to offer any elaborate definitions where the title indicates rather 
clearly what security is given. 

The following outhne summarizes the different kinds of bonds 
already considered, with special reference to the character of the 
lien and the nature of the underlying assets : 

Classification of Bonds According to Legal Nature of Security 

I. Unsecured. 

, A. Federal and foreign government bonds. 

B. State and territorial bonds. 


“See further discussion of collateral tmst bonds, p. 171. 
See further discussion of equipment securitie.s, p. 168. 
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C. Bonds of political subdivisions. 

1. County bonds, 

2. City and town bonds. 

3. Tax District bonds. 

D. Corporate issues. 

1. Debenture bonds. 

2. Unsecured corporate notes. 

3. Receivers’ and trustees’ certificates. 

E. General credit used to supplement (issue may be secured also). 

1. Assumed bonds. 

2. Guaranteed bonds and stocks. 

3. Indorsed bonds. 

4. Joint bonds. 


II. Secured. 

A. Secured by real property. 

1. Business corporations. 

Titles of such bonds may be: first, second, 'or third mort- 
gage; general mortgage; first and refunding; first refund- 
ing; prior lien; refunding; blanket mortgage; divisional; 
timber; terminal; wharf. 

2. Real estate securities. 

Possible titles: first or second mortgage; office; hotel; 
apartment; garage; land trust certificates; leasehold mort- 
.gage; collateral real estate mortgage; farm mortgage. 

B. Secured by personalty. 

1. Collateral trust bonds. 

2. Equipment trust certificates, or bonds, 

3. Steamship bonds. 

Classification of bonds according to purpose of issue. An- 
other basis for the classification of bonds is the purposes for 
which the bonds are issued. “Funding” bonds, where the title 
is carefully used, means an issue to provide for the payment of 
short-term indebtedness; “refunding” bonds, an issue for paying 
off existing bonds about to become due, or for the purpose of 
calling bonds prior to their maturity date, where such a policy is 
desirable. The term “consolidated bond” may apply to an issue 
which is put out for the purpose of retiring and consolidating all 
the various bonds of a corporation into one issue. In this way 
the corporation is able to simplify its financial structure; or the 
term may be used to designate an issue secured by a mortgage on 
property of different corporations which have been consolidated. 
Such bonds may constitute a first mortgage on the various prop- 
erties, or they may be subject to existing liens. 

The term “purchase money bond” refers to an obligation issued 
in full or in part payment for property, or for a company about 
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to be absorbed. When such a bond is issued for property, it is 
probable that it will be a lien on that property; when for a com- 
pany, it is probable that the stock of the company will be pledged 
as security for the bond, and if the interest is not properly paid, 
the stock will revert to the bondholders. 

' 'Construction bonds” are issued to secure money for the con- 
struction of new buildings or property. The authorized issue is 
sufficient to provide the necessary funds to complete the project, 
but funds are generally paid to the corporation only as the prog- 
ress of the construction warrants. Should the entire issue be 
sold in advance, the trustee is authorized to make payments at 
various stages of the construction. In other cases, bonds are 
sold only as construction progresses. 

“Interim receipts” may be given to purchasers of bonds when 
the engraving and printing of a bond issue have not been com- 
pleted at the time of original sale. Such receipts may be traded 
in like ordinary bonds, until the regular certificates or “definitive 
securities” have been made available for exchange with these 
temporary instruments. 

It is also possible to reclassify under our present heading some 
of the types of bonds already considered. Thus,- while a termi- 
nal bond is so called because it is secured by terminal property, 
it may, nevertheless, be included in our present group, if it was 
issued for the purpose of securing terminal property. The same 
may be said of equipment bonds, wharf bonds, timber bonds, 
bridge bonds, and so on. It is impossible entirely to avoid dupli- 
cation in a discussion of this nature. 

“Extended bonds” are created when, for some special reason, 
the payment of the principal of a bond has been extended beyond 
the stated maturity date by the mutual consent of the corpora- 
tion and the owner of the bond. The security is then known as 
an “extended,” a “continued,” or a “renewed” bond. The ex- 
tension privilege is stamped on the old certificate, and all, other 
features of the contract remain the same. This procedure is 
sometimes used when the corporation is unable to obtain by the 
sale of new securities the funds necessary for repayment, and the 
bondholders feel compelled to accept the extension as better than 
forcing the company into bankruptcy; and sometimes when the 
superior position of the existing lien permits cheaper financing 
through an extension than by a new issue. Receivers’ and trus- 
tees’ certificates are issued for the purpose of providing funds for 
operations during receivership and bankruptcy. 
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Government bonds. Our discussion up to this point has dealt 
primarily with corporate bonds. We may similarly classify gov- 
ernment, state, and municipal issues, according to the purposes 
for which they are issued. “Special assessment” bonds are 
floated to enable the city to make local improvements; and, as 
their name implies, interest and principal on these bonds are pro- 
vided for by special assessments against the property which is 
benefited by such expenditures. “Tax anticipation warrants” 
are issued to secure funds in anticipation of taxes and are paid 
off as soon as taxes are collected. “Water bonds” are sold to pro- 
vide the funds necessary for the construction of municipal water 
Avorks. “Paving bonds” may be issued for the purpose of paying 
for street paving, “sewer bonds,” for the construction of sewers, 
and so on. It is hardly necessary to give an exhaustive definition 
of all the various titles under which municipal bonds exist, for 
their very names are self-explanatory.^® 

Summary. The outline below summarizes the various bonds 
that have been discussed under the classification “purpose of 
issue,” and suggests others not specifically mentioned. This 
method or basis for classification has some value to the investor, 
in that it centers attention on the purposes for which his funds 
are to be used. On the other hand, the purpose for which an 
issue is floated does not reflect in any direct way the contract 
provisions which add to or subtract from its investment merit, 
nor does the question of purpose indicate the financial standing 
of the issuing corporation. 

Classification of Bonds According to Purpose op Issue 
Corporate Bonds: 

Funding or refunding bonds. 

Consolidated bonds. 

Purchase money bonds. 

Construction bonds. 

• Interim bonds or receipts. 

Terminal bonds. 

Equipment bonds or trust certificates. 

Wharf and dock bonds. 

Timber bonds. 

Bridge bonds. 

Extended, continued, or renewed bonds. 

Receivers’ and trustees’ certificates. 


’“Federal, state, and municipal bonds are treated more fully in Chapters 
23, 24, and 25. 
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Government, State, and Municipal Bonds: 

Special assessment bonds. 

Tax anticipation warrants. 

Water bonds. 

Paving bonds (also street and road). 

Sewer j.bonds. 

Bonus bonds. _ * 

Drainage bonds. 

Irrigation bonds. 

Levee bonds. 

Eeolamation bonds. 

Electric light and railway bonds. 

Sanitary district bonds. 

Incinerator bonds. 

Classification of bonds according to type of issuing debtor. 
Another possible classification of bonds is according to the type 
of the issuing unit. When discussing government bonds, one 
may refer to obligations of our Federal Government, to state 
bonds, to bonds of territorial possessions, to bonds of municipali- 
ties, or to bonds of foreign countries. Similarly, corporate bonds 
may be referred to as railroad bonds, public utility bonds, indus- 
trial bonds, real estate bonds, or foreign corporate bonds. Such 
a classification likewise has some value to the investor in that it 
enables him to study the business risks inherent in different lines 
of undertakings. By so doing, he may conclude, for instance, 
that, as a class, bonds of our Federal, state, and municipal gov- 
ernments have the highest investment rating of all securities. 
Until recently, railroad securities, as a group, were generally ac- 
corded second rank-r-largely because the railroads in a country 
such as ours, in which there is found a geographical division of 
labor, furnished an indispensable service. During the past ten 
years, however, public utility securities have come to hold a rank- 
ing superior to that of railroad securities. At present, judging 
them on a yield basis, they are rated the higher of the two. The 
difficultiOs which railroads have experienced in recent years have 
diverted a portion of the funds ordinarily invested in railroad 
bonds to the public utility issues. In addition, the rapid growth 
in the public utility field, traction companies excepted, has cre- 
ated a demand for this type of security. Industrial securities, as 
a class, are usually accorded a considerably lower rating than 
either rails or utilities, on account of competition and other 
factors which inject elements of risk into their operations. The 
term "foreign bonds” is applied to the issues of foreign govern- 
ments, although there is a tendency, in practice, to use the term 
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indiscriminately, whether discussing obligations of foreign gov- 
ernments or those of private enterprises located in foreign coun- 
tries. 

Summary. A detailed classification of bonds according to the 
nature of the issuing debtor follows. There has been np attempt 
here to supply further definition than that appearing in the de- 
scriptive title. 

Classification of Bonds According to Type of Issuing Debtor 
Government Bonds: 

Federal Government bonds. 

State bonds. 

Territorial bonds. 

Municipal bonds. 

County bonds. 

Town bonds. 

City or municipal bonds. 

School district bonds. 

Special district bonds. 

(For other types see page 140.) 

Foreign government bonds. 

Corporate Bonds: 

Railroad bonds. 

Public utility bonds. 

Electric light and power bonds. 

Electric railway bonds. 

Express company bonds. 

Gas company bonds. 

Telephone and telegraph bonds. 

Water company bonds. . 

Industrial bonds. 

Steel bonds. 

' Steamship bonds. 

Textile company bonds. 

Automobile company bonds. 

Copper company bonds. 

Oil bonds. 

Equipment company bonds. 

Timber bonds. 

Real estate bonds. 

(See subdivisions on page 137.) 

Foreign bonds of private corporations. 

Classification of bonds according to methods of payment. 
Those features of the bond contract which pertain to the methods 
of paying the principal, and also the interest thereon, may cover 
matters of detail merely, or they may involve questions of vital 
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importance to the investor. Whether the bonds are coupon 
bonds or registered bonds is a matter of detail and has no bearing 
upon investment merit. Both the principal and the current in- 
terest of coupon bonds are payable to bearer. That is, the per- 
son having physical possession of the bond has merely to clip the 
coupons as they become due and present them to the nearest bank 
for collection. Likewise, when the bond becomes due, the prin- 
cipal sum may be collected on presentation of the bond itself. 
For registered bonds, on the other hand, a register, which contains 
the name of each bondholder, is kept at the transfer office of the 
company, and when interest is due, it is mailed to the holders in 
the form of a check. At maturity, the principal is so paid. If 
a registered bond is sold, it must be indorsed by the seller and 
sent to the transfer agent of the company in order that it may be 
registered in the name of the new holder. Bonds may be regis- 
tered as to both principal and interest, or as to principal only. 

Of more importance are the provisions made in the bond for 
payment of the principal at maturity. The bond contract some- 
times provides that the issuing, corporation shall set aside from 
earnings each year a definite sum, in order that the principal of 
the bond may be met at maturity. The fund into which such 
sums are paid ,is called a sinking fund and the bond is called a 
“sinking fund bond.” 

The same result may be accomplished by dividing the entire 
issue of bonds into series with varying maturity dates. Under 
this plan, a certain portion of the bonds comes due and is paid 
each year. At maturity, the last issue only remains to be paid. 
Such bonds are called “serial bonds.” They have certain advan- 
tages over sinking fund bonds. Of the former, a certain per- 
centage of the entire issue becomes due each year and must be 
paid off. Not only is there no uncertainty as to the maturity of 
the bonds, but also there is the assurance that the bonds will be 
paid as they fall due, provided, of course, the financial condition 
of the corporation permits. From the bondholders’ standpoint, 
the Retirement, annually, of a certain amount of the issue in- 
creases the equity behind the remaining bonds. With sinking- 
fund bonds, however, there is often a question as to whether the 
fund will really be available at the maturity of the issue. This 
adverse possibility is now generally guarded against by the re- 
quirement that the sinking fund shall be employed each year to 
repurchase some of the bond issue itself, by call if necessary. 
Even in this event, however, the sinking funds for small, unlisted 
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or municipal bond issues are Sometimes neglected without the 
knowledge of the injured creditors. 

Corporations frequently reserve the right to call in and pay 
off all or part of an issue before maturity at some designated 
price. A provision of this nature may enable the corporation to 
reduce its fixed charges when interest rates are low, and is de- 
sirable from the borrower’s point of view for this reason. The 
bondholder, on the other hand, may find it diflicult, after his bond 
has been called, to reinvest the funds he receives at the same 
rate of interest that he formerly received.^’' Quite the reverse of 
the callable feature in its effect upon the bondholder is the con^ 
version privilege. Convertible bonds, as the name implies, may 
be converted at a specified price into some other security of the 
debtor corporation, almost always the common stock. Of course, 
the purpose in extending such a privilege to the bondholder is to 
enable him, at some future time, to enjoy a greater participation 
in the prosperity of the company. Where the bond is convertible 
into preferred stock, the participation is restricted; but where 
conversion may be made into common stock, the bondholder is 
in a dual position. He has a contractual and preferred invest- 
ment during the less certain years of the corporation’s growth but 
may, at his own option, become an owner with unrestricted par- 
ticipation if the company becomes successful. 

A rare type of bond involves the payment of both principal 
and interest in terms of purchasing power rather than in terms 
of a specific number of dollars. The amount so paid is computed 
on the basis of a selected, index number. This bond might be 
designated a stabilized bond in that the return, in terms of effec- 
tive purchasing power, is stabilized.^® 

Prior to the suspension of the gold standard in the United 
States (1933), nearly all bonds had for a good many years 
been made payable in gold coin of the then prevailing weight 
and fineness. Such a bond was called a “gold bond.” Not 
only may such bonds no longer be issued, but the provision has 
lost its significance • since a Federal law was passed providing 
that the bonds already issued should be paid only in “lawful 
money,” even though the gold basis for the United States dollar 
had been decreased. 


"The present chapter is one of definition and classification only. For this 
reason we shall postpone detailed consideration of the effect of the call feature 
on the investor until a later chapter. See Chapter 9. 

, For an example of this type of bond, see Chapter 9. 
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Where bonds are payable in English pounds, they are known 
as “sterling bonds.” In similar fashion, bonds may be payable 
in Erench francs, German bonds in marks, and so on. When 
bonds are payable in a foreign currency, an additional element of 
risk is created, for it is necessary that the investor convert the 
funds he receives as interest or principal into the currency of 
this country at the prevailing rate of exchange. So long as 
the current exchange quotations do not diverge substantially 
from par, there is no large loss or gain. But when fluctuations 
are wide, as has been the case in recent years, a serious situa- 
tion is created. The holders of German and French bonds, pay- 
able in marks and francs, suffered severe losses after 1920, when 
the currencies of these countries were greatly inflated. In fact, 
even the holders of sterling bonds were seriously affected, with 
sterling exchange at a substantial discount. When the United 
States went off the gold standard, the situation was reversed, 
and foreign currency bonds rose in value. Should an inflation- 
ary policy depreciate the United States dollar further, foreign 
currencies might offer further profit possibilities. Attempts to 
profit from such exchange fluctuations are subject to the hazard 
of corresponding inflationary policies of other countries. 

A bond without maturity running perpetually is known as a 
perpetual bond. Such are the English consols and the French 
rentes. The following table summarizes the more important 
types of bonds, classified according to methods of payment: 

Classification of Bonds According to Methods op Paying Principal 
AND Interest 

Payment of Principal: 

Coupon bonds. 

Hegistered bonds. 

Sinking fund bonds. 

Serial bonds. 

Callable bonds. 

Convertible bonds. 

Stabilized bonds. 

Gold- bonds. 

Bonds payable in foreign currency. 

Sterling bonds. 

Franc bonds. 

Mark bonds. 

Perpetual bonds, consols, and rentes. 

“Alabama Great Southern 6’s, 1927, were payable in pounds. New York, 
New Haven and Hartford 15-year Huropean loan deb. 7’s of 1926 were originally 
i.ssued in francs. 
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Payment oj Interest: 

Coupon bonds. 

Registered bonds. 

Stabilized bonds. 

Bonds payable in foreign currency. 

The preceding classification is presented, not with the idea of 
covering in an exhaustive fashion all the various bonds that 
might be included, but rather with the idea of familiarizing the 
student with the short descriptive terms customarily applied 
to bonds when emphasis is sought in respect to methods of pay- 
ment and redemption. 

Short descriptive titles misleading. A further word of 
caution is in place at this time. The only real purpose, in deal- 
ing with short descriptive titles in the fashion that we have 
just employed, and the only advantage of the definitions so far 
inserted, is to familiarize the student with some of the terms 
commonly used in investment circles and to give him a bird’s- 
eye view of the entire field. Short titles, however, are surpris- 
ingly misleading, so far as the real security behind a bond is 
concerned. In fact, before the investor- can consider himself 
in a position accurately to judge the merits of a given invest- 
ment, he must undertake an exhaustive study of the terms and 
conditions under which it was issued ahd the contract which 
the corporation has made with the investor. With respect to a 
bond, this requires a careful analysis of the corporate inden- 
ture; with respect to stock, an investigation of the charter and 
the by-laws of the corporation. 

A first and refunding bond may be identified as a first mort- 
gage bond, although it is a first mortgage on only a relatively 
insignificant part of the property. A sinking fund bond may, 
upon examination, prove to have provisions, in respect to sink- 
ing fund payments, so weak as to be of little value. A collateral 
trust bond may be secured by a deposit of common stock only. 
In brief, the mere descriptive title of a bond, which is used in 
classifying bonds roughly, is of value only in so far as the con- 
tract features found in the instrument under which the .bond 
is issued support the 'general impression which the title conveys. 
The real character of the bond, therefore, is not to be found in 
a brief descriptive title, but in an exhaustive study of the con- 
tract features in what is known as the corporate indenture, deed 
of trust, or corporate mortgage — that is, the legal instrument in 
which the bond contract is set forth. This type of information 
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about stock issues is found in the charter and by-laws of the cor- 
poration. We shall take up, in following chapters, a detailed 
consideration of the more important legal characteristics of 
investments, and at that time, the error of placing too great a 
reliance on the descriptive title of a security will be more 
apparent, 
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Secured Bonds 


Secured loans are always accompanied by the pledge of specific 
assets, generally by means of a mortgage. A mortgage may 
be defined as a deed absolute in form, but subject to defeasance, 
given to secure the performance of some act on the part of the 
mortgagor, usually his repayment of a loan made by the mort- 
gagee at the time of the execution and delivery of the mortgage. 
In the customary transaction, the mortgagor borrows money 
from the mortgagee and gives as security a deed of the property, 
which deed provides that it shall be null and void if, at the 
time appointed, the mortgagor repays the loan. 

When the term “mortgage” is used, the average person thinks 
of an ordinary real estate mortgage. However, as we have seen, 
business corporations often mortgage their properties in order to 
secure loans. These mortgages may cover only a specific prop- 
erty, but are generally drawn so as to cover all fixed assets, that 
the company owns or may own after the mortgage is drawn. A 
third form of security, that is relatively rare, is the so-called 
equipment mortgage, in which the relations of all parties in- 
volved are somewhat complex and a description of which, there- 
fore, will not be attempted here.^ A fourth kind of mortgage 
used in corporate financing is the so-called collateral trust mort- 
gage, in which the security consists wholly of negotiable securi- 
ties, usually the stocks and bonds of subsidiaries owned by the 
parent company.^ 


4 ‘For a detailed account, of oanipnient ,<fepurities, see p. 168. 
“See p. 172. 1 
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Illustration o£ typical mortgage. In order to emphasize mote 
clearly the real nature of the mortgage we shall examine one in 
detail. The mortgage shown on page 160 is a reproduction of 
a simple real estate mortgage executed by an individual. In 
theory it does not differ from the complex mortgage given to 
secure corporate bonds. 

Repboduction op Mohtgage Instbument ® 

Comments Mortgage 

Parties. Notice that Brooks This Indentobb, made this 10th day of 
is stated to be unmarried, since May, 1932, between Abner Brooks (unmar- 
if he were married his wife’s ned) , party of the first part, and hereinafter 
name would have to appear as designated the mortgagor, and Charles Daw- 
co-maker in order to make the son, party of the second part, hereinafter 
mortgage precede her dower designated the mortgagee, 
right. 

Preamble or recitals. . Whekeas, the said mortgagor is, by virtue of 
a bond liearing even date herewith, justly 
indebted to the said mortgagee in the sum 
of $26,000 lawful money of the United States, 
secured to be paid on the 10th day of May, 
1934, together with interest thereon, to be 
computed from the 10th day of May, 1932, 
at the rate of 6 per cent par annum, and to 
be paid on the 10th day of November next 
ensuing the date hereof and semiannually 
thereafter. 

Granting Clause, including Now This Indenture Witnesseth, that 

consideration. Notice the true the mortgagor, for the better securing the 
consideration is contained in the payment of the said sum of money mentioned 
recitals. The consideration here in the said bond or obligation, with interest 
mentioned amounts to legal thereon, and also for and in consideration of 
“camouflage,” the sum of one doluah, to the mortgagor in 

hand paid by the mortgagee, the receipt 
whereof is hereby acknowledged, does hereby 
grant and release unto the mortgagee, and to 
his heim and assigns forever, alp that certain 
lot, piece, or parcel of land, with all the 
buildings and improvements thereon made 
or erected, situate, lying and being in the 
Borough of Manhattan, City, County and 
State of New York, bounded and described 
as follows, to wit : 

Description of the property Beginnino at a certain point on the north 
mortgaged. side of Joffre Avenue, distance one hundred 

feet east of that point known as the north- 
east comer formed by the intersection of 
Poch Street and Joffre Avenue, running 

” Gerstenberg, C. W., Financial Organization and Management (New York: 
Prentice-Hall, Inc., 2d rev. ed., 1939), pp. 198-203, 
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thence (1) fifty feet due east on a line with 
the said Joffro Avenue; thence (2) one hun- 
dred feet due north on a fine parallel with 
said Foch Street; thence (3) fifty feet due 
west on a line parallel with said Joffre 
Avenue; thence (4) one hundred feet due 
south on a line parallel with said Foch Street 
to the place of beginning. 

Together with all fixtures and articles 
attached to or used in connection with said 
premises, all of which are declared to be 
covered by this mortgage; together with the 
appurtenances, and all the estate and rights 
of the party of the first part in and to said 
premises. 


Habendum clause states the 
quantity of the estate conveyed. 
Notice that if the instrument 
closed here, the mortgagee would 
get the fee, that is, the absolute 
title. 

Defeasance clause states con- 
ditions under which conveyance 
granted in former paragraphs 
will be defeated. 


Covenants. The following 
covenants are not necessary to 
a complete mortgage. Some are 
almost always included, others 
are usually included. They are 
agreements by the mortgagor, 
who retains actual possession of 
the property, better to protect 
the mortgagee. 

Covenant conferring right to 
sell. This covenant is, under the 
laws of most States, unnecessary. 


Covenant to insure and repair. 


To Have and to Hold the above-granted 
premises unto the said mortgagee, his heirs 
and assigns forever. 


Provided Always that if the said mort- 
gagor, or the heins, executors, administrators, 
or the personal representatives, successors or 
assigns of the .said mortgagor, pay the said 
sum of money mentioned in the said bond or 
obligation, and the interest thereon, at the 
time and in the manner mentioned in the 
said bond or obligation, then these presents 
and the estate hereby granted, shall cease, 
determine, and be void. 

And the said mortgagor covenants with the 
mortgagee as follows; 


First— That the mortgagor will pay the 
indebtedness as hereinbefore provided, and, 
if default be made in the payment of any 
part thereof, the mortgagee shall have power 
to sell the premises herein described accord- 
ing to law. Said premises may be sold in one 
parcel, any provision of the law to the con- 
trary notwithstanding. 

Second — ^That the mortgagor will keep the 
buildings on the said premises insured against 
loss by fire for the benefit of the mortgagee. 
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And should the mortgagee, by reason of any 
such insurance against loss by fire, as afore- 
said, receive any sum or sums of money for 
any damage by fire to the said building or' 
buildings, such amount may be retained and 
applied by said mortgagee tovvard payment 
of the amount hereby scoured, or the .same 
may be paid over either wholly or in part to 
the said mortgagor, or the heirs, successors 
or assigns of the mortgagor, to enable said 
mortgagor to repair said buildings or to erect 
new buildin&s in their place, or for any other 
purpose or object satisfactory to the said 
mortgagee, without aifecting the lien of this 
mortgage for the full amount secured hereby 
before such damage by fire or such payment 
ever took place. • 


Interest and tax clause. This 
covenant sen'es to “accelerate 
the maturity” if taxes or inter- 
est are not paid. 


Thibd— A nd it is hereby expressly agreed 
that the whole of said principal sum, or so 
much thereof as may remain unpaid, sliall 
become due at the option of the mortgagee 
after default in the payment of any tax, as- 
sessment or water rate for sixty days after 
notice and demand, or in case of the actual 
or threatened demolition or removal of any 
building erected upon the said premises, any- 
thing herein contained to the contrary not- 
withstanding. 


Covenants of “general war- Fotjuth— That the mortgagor will execute 

ranty” and “further assurance.” any further necessary assurance of the title 
to said premises and will forever warrant said 
title. 

Right of entry. ■ Ftfik— T hat if default shall be made in 

the payment of the principal sum mentioned 
in the said bond, or of any installment there- 
of, or of the interest which shall accrue there- 
on, or of any part of either, at the respective 
times therein specified for the payment there- 
of. the mortgagee shall have the right forth- 
with, after any such default, to enter upon 
and take possession of the said mortgaged 
premises, and to let the said premises, and 
receive the rents, issues and profits thereof, 
and to apply the same after payment of all 
necessary charges and expenses, on account 
of the .amount hereb,v secured, and said rents 
and profits are in the event of any such de- 
fault hereby assigned to the mortgagee. 


Receiver. Sixth — ^And ihe mortgagee shall also be 

at liberty immediately after any such default, 
upon proceedings being commenced for the 
foreclosure of this mortgage, to apply for the 
appointment of a receiver of the rents and 
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The right conferred by this 
covenant is termed “the right of 
subrogation.” 


So-oalled Bnmdage clause. 
Inserted in mortgage principally 
to permit mortgagee to raise the 
rale of interest equal in amount 
to any taxes that State may im- 
pose on the mortgagee in respect 
to the mortgage. 


Covenant to give estoppel cer- 
tificate, which, if the mortgagee 
wishes to sell the mortgage, will 
be demanded by the purchaser of 
the mortgage. 


profits of tlie .-iaid prcmiHP.s without notice, 
and the mortgagee ."shall be entitled to the 
appointment of such a receiver as a matter 
of right, without comrideration of the value 
of the mortgaged premi.se.s as security for the 
amount due the mortgagee, or the solvency of 
any person or person-s liable for the pay- 
ment of such amounts 

Seventh — A nd the mortgagor doe.s further 
covenant and agree thaf. in default of the 
payment of any taxes, charges, and assess- 
ments which may bn imposed by law upon 
the said mortgaged premises, or any part 
thereof, it shall and may be lawful for the 
said mortgagee, without notice to or demand 
from the mortgagor, to pa}’’ the amount of 
any such tax. eliarge, or assessment, and any 
amount so paid the mortgagor covenants and 
agrees to repay to the mortgagee, with inter- 
est thereon, ■without notice or demand, and 
the same sliall bo a lien on the said promises, 
and be secured b.v the ,«aid bond and by tlio.se 
presents and the whole amount thereby se- 
cured, if not then due, shall thereupon, if the 
mortgagee so elect, become duo and payable 
forthwith, anything herein to the contraiy 
notwithstanding. 

Eighth — ^I t is hereby further agreed by tlie 
parties hereto that if, at any time before said 
bond is paid, any law bo enacted changing 
the law in relation to taxation so as to affect 
this mortgage or the debt thereby secured, or 
the owner or holder thereof, in respect there- 
to, then said bond and this mortgage shall 
become due and payable at the expiration of 
thirty days after written notice requiring the 
payment of the mortgage debt shall have 
been given to the owner of the mortgaged 
premises, anything herein contained to the 
contrary notwithstanding. 

Ninth — ^T he mortgagor, or any subsequent 
owner of the premises described herein, .shall, 
upon request, made either pei-sonally or by 
registered mail, certify, in writing, to the 
mortgagee or any projiosed assignee of this 
mortgage, the amount of principal and inter- 
est that may be due on this mortgage, and 
whetlier or not there are any offsets or de- 
fenses to the same, and upon the failure to 
furnish such certificate after the expiration 
of six days in case the request is made per- 
sonally, or after the expiration of thirty days 
after the mailing of such request in case the 
request is made by mail, this mortgage shall 
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become due at the option of the holder there- 
of, anything herein contained to the contrary 
notwithstanding. 

Tknth — It is expressly understood and 
agreed that the whole of said principal sum 
and the interest shall become due at the op- 
tion of the mortgagee, upon failure of any 
owner of the above described premises to 
comply with any requirement of any depart- 
ment of the City of New York, within six 
months after notice in writing of such re- 
quirements shall have been given to the then 
owner of said premises by the mortgagee, 
anything herein contained to the contraiy 
notwithstanding. 

Eleventh— Every provision for notice and 
demand or request contained herein shall be 
deemed fulfilled by written notice and de- 
mand or request personally served on one or 
more of the persons who shall at the time 
hold the record title to the premises, or on 
their heirs or successors, or by registered mail 
directed to such person or persons or their 
heirs or successors, at his, their, or its address 
to the mortgagee last known. 

In Witness Whereof, the said mortgagor hath signed and sealed this instru- 
ment the day and year first above written, 

Abner Brooks (Seal) 

Signed, sealed, and delivered 
in the presence of 

Edward Frothingham 
George Hamilton 
State of New York 1 
County of New York j 

On this 10th day of May, 1932, before me personally came Abner Brooks, to 
me known and known to me to be the pei'son described in and who executed the 
foregoing instrument, and he duly acknowledged to me that he executed the 
said instrument for the purposes therein contamed. 

, Isaac Johnson, 

Notary Public No. 1001, 

County of New York, 

State of New York. 

(Notarial Seal) 

Operation and purpose of mortgage. Under the common 
law, the real estate mortgage printed above operated just as it 
read — as a transfer of the legal title of the property. The mort- 
gagee then had the legal title which the mortgagor could recover 
upon the payment of the loan. This right to recover the legal 
title is called the equity of redemption. 

If, on the date set for the repa3?ment of the loan, the money 


Acceleration of maturity on 
account of violation of munici- 
pal ordinances. 


Covenant as to communica- 
tions. 
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is not forthcoming, the mortgagee may begin foreclosure pro- 
ceedings. The common law proceedings are now sometimes 
called “strict foreclosure,” to indicate that their purpose is to 
foreclose in order to prevent the mortgagor in the future from 
claiming the right to redeem. These foreclosure proceedings 
in effect vest the equitable as well as the legal title in the mort- 
gagee. Under modern statutes, foreclosure proceedings usually 
take the form of what is known as “foreclosure and sale.” An 
action is brought, the purpose of which is to obtain a decree 
from an equity court directing the sale of the property for the 
benefit of the mortgagee. If a first mortgage is being thus fore- 
closed, the property sold is actually the interest of the mortga- 
gor, as well as the interest of the second mortgagee, if there be 
one, and of aU persons acquiring interests in the property subse- 
quent to the recording of the first mortgage. Thus if a second 
mortgage is being foreclosed, the owner, the third, and subse- 
quent mortgagees are made parties to the action, since it is their 
interests which are being sold. The purchaser at the foreclosure 
sale would take the property subject to the first mortgage and 
subject to taxes, but clear of the other liens. ‘ 

Under very modern statutes, as, for example, in New York, 
mortgages are worded, not as a conveyance, but as a lien, and 
the only kind of action to be brought is a foreclosure of the lien. 
The general effect is the same as foreclosure and sale. 

Illustration of principles. The principles contained in the 
foregoing paragraphs are so important that it seems advisable 
to clarify them with an illustration. Thus we may assume that 
A, the owner of the property reasonably worth $100,000, mort- 
gages it to B for $60,000, and then to C for $20,000, and then to 
D for $15,000. B will be said to have a first mortgage; C, a sec- 
ond mortgage; and D, a third mortgage. ■ What really happened 
is this: A has turned over his legal title to B, and has retained 
an equitable right, called the equity of redemption — that is, 
the right to recover what he has transferred upon giving back 
to B the amount B has loaned. When A gives the second mort- 
gage to C, he really turns over to him the equity behind B’& 
mortgage and takes another equity of redemption. This sec- 
ond equity of redemption is the right to redeem the first equity 
of redemption. The same process takes place with the third 
mortgage.^ 

‘The word "equity” is often used in two senses: first, as an abbreviation, of 
equity of redemption, in which case it may be -defined as a legal right; and 
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We can now bring out the relationship in still more detail by 
assuming that a mortgage is foreclosed. If the interest on the 
third mortgage is not paid, it will be foreclosed, and the pur- 
chaser at the foreclosure sale will buy the equity which the 
owner had, plus the third mortgagee’s interest in the property 
(subject to the first and second mortgages). Nominally, this 
was worth $20,000. Let us suppose the sale brought $12,000 
and was made to X. What would X get? He would get the 
property encumbered with the mortgages to B and C. Since 
Z)’s mortgage was for $15,000, D would not be paid in full out of 
the sale and would look to A personally for the deficiency. If A 
had sold the property to W before the foreclosure, and W had 
assumed all the mortgages, D would collect the deficiency judg- 
ment from W.® 

Now, let us assume the facts to be as they were originally, 
but that the interest on B’s mortgage is not paid. Let us sup- 
pose that B forecloses, fie would bring his action against A, 
the owner, and against C and D, the subsequent mortgagees. 
The property now would be sold to a purchaser who would get 
it free from all encumbrances. If X bought it and paid only 
$50,000 for it, B would get the entire $50,000. (For the sake 
of simplicity, we omit the cost of the foreclosure proceedings, 
although actually it is first to be paid from the proceeds of the 
sale.) B would also have a deficiency judgment against A for 
$10,000, since A’s personal debt on his bond is in fact $60,000, 
of which only $50,000 was paid by the foreclosure sale. C and 
D as well could hold A personally liable for the amounts of the 
mortgages they hold, if such mortgages are accompanied by a 
properly executed bond or note.® 

If X, instead of paying $50,000, had paid $70,000, this latter 
sum would be paid as follows: $60,000 to B and $10,000 to C. If 
X had paid $85,000, this sum would be paid thus : $60,000 to B, 
$20,000 to C, and $5,000 to D. If, by any chance, the property 
sold for $97,000, the sums paid would be $60,000 to B, $20,000 
to C, $15,000 to H, and $2,000 to A. 


second, as the value of that right. In the above example, A had an equity of 
$40,000 after giving the first mortgage, an equity of $20,000 after giving the sec- 
ond mortgage, and an equity of $5,000 only after giving the third mortgage. 

' W would not be personally liable for deficiency judgments if he took the 
property “subject to” the mortgages and not “assuming” them. 

“See Lilly, William, Tndivid-ml and Corporation Mortgagor (Garden City, 
Long Island: Doubleday, Page & Co., 1918), p. 70. 
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Corporate mortgages. With real estate mortgages, the mort- 
gagor gives the mortgagee two instruments: the mortgage as 
described, and a bond or a note. The bond or note evidences 
the personal obligation of the debtor to repay the loan, w'hereas 
the mortgage gives evidence that the obligation rests on the 
property.”^ Thus, in the preceding section, where we assumed 
that the interests of C and D were wiped out by foreclosure, 
A would still be liable to C and D on the personal obligation ex- 
pressed in the notes or bonds that accompanied the mortgages 
for any deficiency. 

The essential difference between an individual mortgage and 
a corporate mortgage is in the matter of detail. Whereas the 
former instrument is usually only four or five pages long, corpo- 
' rate mortgages, covering as they do complex assets and an intri- 
cate organization of earning power, are generally very long. As 
an example, the mortgage securing a $50,000,000 issue of Great 
Northern Railway bonds contains 50,000 words and has the 
appearance of a formidable book.® It would seena for these 
reasons alone that the corporation would not care to issue mort- 
gages to each of its bondholders, numbering, perhaps, in the tens 
of thousands. But there is really a more vital reason why the 
mortgagor company does not issue a mortgage direct to each of 
its mortgagees — that is, to each of its bondholders: while it 
makes many agreements in the mortgage to protect these bond- 
holders, it prefers not to deal with each one separately, for each, 
separately, might place a different interpretation on the agree- 
ments, and chaos would be the result of negotiations in respect 
• thereto. For these several reasons, then, the general corporate 
mortgage is made out to a trustee or trustees, who represent all 
the bondholders, however that body may be constituted at any 
time. Somethnes the instrument is called a deed of trust— -that 


’If the mortgagor sells the property subject to the mortgage, the mortgagor 
will still remain primarily liable, but of course the purchaser-that is, the new 
owner-would receive the benefit of the payment of the mortgage and ordinarily 
would pay the mortgage on the due date. If he fd not pay it and the mort- 
gage were foreclosed, the original mortgagor would be liable for any deficiency 
in case the proceeds of the foreclosure sale were inefficient to pay the fore- 
closure costs plus the amount of the mortgage with unpaid interet. Where 
the purchaser of the property takes it assuming the mortgage, not only his prop- 
erty, but he, himself, becomes liable for the debt. 

“It would, of course, be impractical to reproduce such au mstoert here 
The student is referred to Gerstenbeig, C- W., Matenah of Corporation Finance 
(New York: Prentice-Hall, Inc., 5th ed., 1924), pp. 183-264, for a complete 
reproduction of the mortgage securing Jones & Laughlin 5 per cent bonds. 



156 


SECURED BONDS 


iS; a transfer of property by deed to one or more trustees under 
restrictions set forth in the trust agreement. 

These instruments thus made in favor of trustees are some- 
times called corporate trust agreements or trust indentures. It 
should be noted, however, that, while every corporate mortgage 
is a trust indenture, not every trust indenture is a mortgage. 
When a corporation issues unsecured bonds, or debentures,® as 
they are called, it usually makes various promises in respect to 
the way its business shall be conducted, and these agreements 
are contained in an indenture to one or more trustees for the 
benefit of all the bondholders.^* 

Trustee. Under the early corporate mortgages, it was cus- 
tomary to appoint one or two individuals as trustees; later it 
became customary to appoint a trust company, in order to avoid 
diflficulties arising from the limited life’of a natural person. But, 
since large corporations are likely to have property in various 
states, and since a trust company — a corporation — may have 
difficulty in protecting property in jurisdictions outside the state 
of its organization, it is customary to appoint two trustees, one 
a trust company and the other a citizen.” Frequently the mort- 
gage provides for some limitation on the powers of the individual, 
such as that the custody of pledged securities shall rest in the 
trust company solely. 

Position of trustee. Since the trustee is supposed to protect 
the bondholders, he will be interested in seeing that the mortgage 
provides him with ample power to carry out this protection with- 
out giving him too much responsibility. The fee of the trustee, 
"for services prior to defaults, is merely a reasonable sum to 
cover the value of supervision and clerical work in connection 
with the issue of bonds.” The duties and responsibilities of 
the trustees are carefully prescribed in the mortgage, and since 
1939 have to be read and interpreted in the light of the Federal 


"In America, debentures are a speojes of bond — namely, an unsecured bond, 
or one that is not protected by the Hen of a mortgage on property. In England, 
the term “debenture” is used to refer to tlie whole class of bonds ; in other words, 
Englishmen speak of debentures where Americans speak of bonds. 

“See Gerstenberg, C. W., Financial Organization and Management (New York: 
Prentice-Hall, Inc,, 2d rev. ed., 1939), pp. 291-298. 

“ If the position of the individual trustee becomes vacant, the corporate trus- 
tee is usually given power to appoint his successor. Indeed the individual 
trustee is usually an oflScer of the company or the corporate trustee. 

“Stetson, Erancis Lynde, et al., Borm Legal Phases of Corporate Financing 
(New York: The Macmillan Co., 1917), p. 6l 
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Trust Indenture Act, which considerably increases those respon- 
sibilities. 

Functions of trustee. In addition to his other duties, the 
trustee is responsible for authentication of bonds issued. This 
work consists simply of signing a certificate, usually found on 
the outside panel of the bond, and readhig as follows : 

This bond is one of the bonds described in the within-mentioned mortg.ngc 
and deed of trust. 

TRUST COMPANY, 

By 

Trust Officer. 

By requiring the proper authentication of all bonds in this way, 
the danger of overissue or wrongful issue by officers of the corpo- 
ration is eliminated. 

Where stocks and bonds of subsidiaries are pledged as collat- 
eral, to secure large blanket mortgages actual transfer of such 
securities is made to the trustee. Not only is possession trans- 
ferred, but title as weU. The trustee, therefore, becomes the 
legal owner of the securities on the company’s books. Cus- 
tomarily income and voting control are reserved by the parent 
company as long as dividends are not in default. In carefully 
drawn mortgages, the trustee is given the power to provide 
against any impairment of the value of pledged securities. 

The corporation, in the corporate mortgage, not only promises 
to pay interest and principal when due, but agrees also to do 
many other things. It agrees to keep the pledged property in 
a state of repair, to pay all taxes when due, and to keep the prop- 
erty insured. There may also be a variety of other provisions, 
as we shall see, pertaining to such matters as sinking fund, the 
further issue of bonds, and the maintenance of a sound cash 
position. In respect to all obligations in the mortgage, the duty 
of the company is to be responsible, as it were, primarily to the 
trustee. This arrangement makes the company responsible to 
but one person, and mortgages usually provide that all steps 
taken for the enforcement of any of the terms of the mortgage 
must first be taken by the trustee. In order to safeguard the 
bondholders in the event that the trustee is negligent, or derelict, 
a clause is usually inserted to the effect that a certain percentage 
of those interested, say, 10 per cent, may demand in writing 
that the trustee take legal steps actively to protect the bond- 
holders’ interests in respect to some alleged default. If this 
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deiiiand is accompanied by a proper tender of fees to cover the 
costs that the legal action may entail, and if the trustee refuses 
to act, the bondholders may proceed in their own names. Ordi- 
narily, of course, the difl&culty would be adjusted immediately 
in an equity court by the appointment of a receiver. 

Rights of trustee to protect mortgaged property. The trus- 
tee is generally given power to protect the mortgaged property ; 
that is, to see that the company pays its taxes, pays the interest 
on underlying bonds, and keeps its property insured. If any 
one of these obligations is neglected, the trustee may himself 
perform the obligation and thus acquire a lien on the property 
for any moneys disbursed. The trustee is also given the right to 
release certain property from the lien of the mortgage, suitable 
provision, however, being made that adequate value be placed 
under the lien of the mortgage to take the place of the released 
property. The company also covenants in the mortgage to 
maintain the value of the mortgaged estate. For a breach of 
this, or any other covenant, the trustee may declare the principal 
due, and, if not paid, may begin suit for foreclosure of the mort- 
gage. 

Covenants of the mortgagor company. While any number 
of further covenants, or agreements, may be found in the boird 
indenture, those of the most' immediate interest which may affect 
the investor's estimate of the character of the issue can be listed 
as follows : 

1. An agreement not to issue any more bonds under this inden- 
ture, or only to issue such additional bonds under carefully drawn 
restrictions. The nature of these restrictions is discussed below 
under the topic of the open end mortgage. 

2. An agreement that the corporation will pay certain taxes 
to which the bondholder may be subject as a result of his owner- 
ship of the bond. 

3. An agreement that the company will not consent to an ex- 
tension of time for the payment of any interest, since such an 
arrangement would increase the amount of the mortgage debt 
by an amount equivalent to the deferred interest. 

4. An agreement that the company will comply with the rules 
necessary to make the bonds listable on the stock exchange. 

5. An agreement that current assets will be maintained at 
some stated amount in excess of the current liabilities. (A mini- 
mum ratio of current assets to current debt might also be stipu- 
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lated. The company may agree not to pay dividends that will 
reduce the current assets below a certain figure, which may be 
based upon the current and fixed debt, or that will reduce surplus 
below a certain amount, such as the figure at time of financing.) 

6. An agreement to set aside certain amounts for maintenance 
or for improvements.^® 

7. Provision for debt retirement by sinking fund.» 

Senior mortgages, closed and open end, A bond may be 
secured by a senior, or first, mortgage on the corporate property, 
or it may be secured by a second or third mortgage thereon. 
In fact, the bond may be secured by a first mortgage on some 
property and a second or third mortgage on other assets of the 
corporation. 

The simplest type of mortgage bond is undoubtedly the bond 
secured by a closed first mortgage on all the fixed assets of the 
corporation. Frequently mortgages of this type further specify 
that all property subsequently acquired shall be included as addi- 
tional security for the bonds. Such a clause is known as the 
"after-acquired clause.” The First Mortgage 4y2’s of B. F. 
Goodrich Company, for example, are secured by a first mortgage 
on substantially all fixed assets "now owned or hereafter ac- 
quired.” Furthermore, the issue is limited to $45,000,000. 
From the point of view of the investor the “after-acquired” 
clause is a desirable provision.^® 

Analysis of open end mortgages. The closed first mortgage 
issue, however desirable it may at first appear to the investor, 
frequently proves burdensome to the issuing corporation. When 
expansion takes place and subsequent borrowing is necessary, 
the company is able to issue only debenture or junior mortgage 
bonds so long as the closed first mortgage is in the way. A 
tendency in corporate financmg, therefore, has been to issue 
what is known as open end mortgage bonds. In such cases 
either there is no limit to the amount of bonds that may be issued 
under the indenture, or else the authorized amount is placed far 
in excess of current needs. In either case, however, there are 
definite restrictions placed on the issue of subsequent bonds under 
the mortgage. j 

'“See Gerstonborg, C. W., Materials of Corporation Finance (New York: Pren- 
tice-Hall, Ino,, 6th ed., 1924), p. 163. 

Sinking fund and serial bonds are discussed at greater length in Chapter 6. 

’“Some trust mortgages may be more specific than others in their provisions 
as to what shall or shall not go under the old mortgage. 
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With respect to the Cleveland Electric Illuminating Company 
Eirst Mortgage, for example, the authorized amount is unlimited, 
but any bonds issued beyond the first $18,600,000 must be limited 
to 75 per cent of the amount expended for additional property, 
and no bonds shall be issued unless the net earnings for twelve 
consecutive months of the fifteen preceding months shall be 
equal to at least twice the interest charge for one year on all 
bonds outstanding and on bonds immediately to be issued. 

How open end issues are secured. The open end issue thus 
differs from the closed mortgage in that additional bonds may 
be issued from time to time under the same mortgage, provided 
the value of new property acquired exceeds, by a specified mar- 
gin, the new bonds to be issued, and provided, further, that earn- 
ings for a stated period have exceeded, by a specified margin, 
interest charges on both the old bonds and those about to be 
issued.^" 

If the provisions of the open end mortgage are properly drawn, 
adequate security may be furnished the bondholders and a satis- 
factory basis laid down for financing subsequent expansion in 
corporate activities. Thus, if a company had a plant worth, say, 
$1,000,000, and had issued, under an open end mortgage, bonds 
for $600,000, there would be an equity back of these bonds equal 
to 40 per cent of the value of the property. If, now, without 
adding to the property, more bonds are issued, the equity will be 
"thinned down.” On the other hand, if the company retains 

‘“The following example will assist the student in understanding more pre- 
cisely how such provisions actually work out in practice. 

Assume that the X corporation has $5,000,000 of 6 per cent, first mortgage 
bonds outstanding at the beginning of a given year. The indenture under 
which these bonds were issued provides that new bonds may be sold up to 76 
per cent of the cost of new properly acquired, provided previous earnings equaled 
1% times interest charges on old bonds and on bonds about to be issued. 

The company, during the year, acquires property at a cost of $1,500,000. 
Earnings available for charges for the late.st fiscal year are reported as $550,000. 
(Present charges amount to $300,000 — that is, 6 per cent on the $6,000,000 of 
bonds outstanding.) It is apparent that either one of two limits, whichever is 
lower, will determine the amount of bonds the corporation may issue. Based 
on the property acquired, the company might issue 11,126,000 of bonds ($1,600,000 
X .76). Total charges, however, must not exceed 

WO. or $^4,286. , 

1.75 

This amount, capitalized at 6 per cent, would give $5,238,100. Since there is 
$5,000,000 of bonds already outstanding, it is apparent that only $238,100 ’of addi- 
tional bonds may be issued if tlie new bonds are to bear a 6 per cent coupon. 
More could be issued if a lower interest rate were possible or if the old bonds 
could be refunded at a lower interest rate. 
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its earnings instead of passing them out as dividends to its stock- 
holders, and increases the value of its property to $1,200,000, a 
new issue of bonds secured by the same mortgage could be made 
without injuring the $600,000 of bonds, provided, of course, that 
the same percentage of equity were established in the new prop- 
erty as existed in the old. In fact, $300,000 of new bonds would 
increase property to $1,500,000 and debt to $900,000, still leav- 
ing a 40 per cent equity. An ideal situation for open end mort- 
gages is. found in the case of public service corporations. In 
such cases not only are there the provisions of the mortgage itself 
,to prevent the issue of additional bonds, unless the company has 
increased its property and earning power, but there is also the 
public service commission, with ample authority to investigate 
minutely proposed security issues. Indeed, it is the duty of a 
commission to see that new bonds under an open end mortgage 
are not issued unless the company has ample security in assets 
(that is, in liquidating power) and in income (that is, interest- 
paying power) for both the old and the new issues. For these 
reasons the tendency in public utility financing is toward the use 
of open end mortgages. 

Investment position of secured bonds. First mortgage bonds, 
as a class, have the lowest risk of all corporate securities. Such 
bonds are purchased by investors who seek a minimum of risk 
and an interest return only, and who wish to free themselves so 
far as possible from all care and from the burdens of manage- 
ment; This class of security is characterized by a constant in- 
come and moderate fluctuations in market prices, which are 
attributable mainly to changes in the money market. They are 
strictly credit instruments and, quite naturally, therefore, will 
move in sympathy with money rates. 

Underlying, or first mortgage, bonds are the last of a corpora- 
tion's outstanding securities to be adversely affected by shrink- 
age in asset values or earning power and they therefore offer 
the greatest elements of safety in the matter of both principal 
and income. Nevertheless, it is impossible, even when purchas- 
ing such bonds, entirely to neglect consideration of the value of 
the pledged assets and their earning power. 

First mortgage bonds, as a class, must be accorded a very high 
rating. Yet the investment position of a particular issue will 
depend on the earning power and economic value of the assets 
pledged as security. If the property pledged as security for a 
given issue has an earning capacity adequate to meet all interest 
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charges and has a value in excess of the amount of bonds out- 
standing, the bonds will be in a strong position. In fact, even 
though the general financial position of the obligor corporation 
is weak, such bonds may be perfectly sound. On the other hand, 
where the pledged property has doubtful value, or low earnings 
in relation to charges, it is the general credit position of the cor- 
poration itself, as well as the security accorded by the mortgage, 
that will determine the position of a given bond issue. 

To illustrate this point we shall consider briefly two issues of 
the Chicago, Milwaukee & St. Paul Railroad, which passed into 
the hands of receivers on March 18, 1925. The General Mort- 
gage Gold bonds of this company, of which there were four 
series outstanding, amounting in all to $146,917,000, were secured 
by a first lien on 6,258 miles of track, including many important 
divisions of the road. Another obligation of the road, secured by 
a first mortgage on 2,363 miles of track, consisted of $181,664,000 
of Chicago, Milwaukee & Puget Sound Railway 1st Gold 4’s. 
Here we have two first mortgage bonds of the same road. Any 
substantial difference in the market yield of these two issues, 
therefore, must be accounted for largely on the basis of security. 
In 1925, the year in which receivers were appointed for the road, 
the general mortgage bonds averaged to sell at a yield of about 
5.3 per cent, which was not far from the yield on which the bonds 
of roads in excellent financial condition were then selling. At 
the same time, the Puget Sound 4's sold to net about 9 per cent. 

A further analysis of these bonds shows that the first issue 
amounted to about $23,500 per mile of pledged property and 
covered some, rather important divisions of the road, while the 
Puget Sound 4’s amounted to $76,400 per mile of pledged track 
and were secured by the unprofitable Puget Sound Extension. 

The position of the better-secured issue is further emphasized 
by the fact that in the final plan of reorganization it was left 
undisturbed, while the Puget Sound 4's were required to make 
substantial sacrifices. In fact, this latter issue was accorded pre- 
cisely the same treatment as the debenture bonds of the road. 
Furthermore, the' holders of the Puget Sound 4's were required 
by the logic of the situation to accept the terms offered. The 
alternative course would have led the bondholders themselves 
to have acquired the pledged property through foreclosure. But 
its demonstrated value and earning power clearly indicated the 
futility of this course. On the other hand; if the property had 
had adequate earnings and value, holders of the Puget Sound 
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4’s would have been offered more satisfactory terms in the reor- 
ganization to induce them not to foreclose. 

General, blanket, and consolidated mortgage bonds. The 
ordinary development of corporations, particularly in the public 
utility and railroad field, is accompanied by the purchase, merger, 
stock control, or lease of various subsidiary companies. When 
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Figure 8— Methods by Which Successive Mortgages Are Imposid o 
Consolidated Properties. 
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the parent company or the holding company undertakes financ- 
ing, it often must reckon with the underlying securities outstand- 
ing against the various acquired companies. Where there are 
already underlying mortgages on the properties of acquired com- 
panies, they are often left undisturbed, and general, blanket, or 
consohdated mortgages are issued against the consolidated prop- 
erties subject to underlying bonds. 

Figure 8 (page 163) illustrates a typical situation. Let us 
assume that three companies, 1, 2, and 3, were organized in the 
same kind of business at different times, and, in the course of 
growth, placed mortgages A, B, and C upon their respective 
properties, and that they then consolidated into Company 4, the 
consolidated properties being valued at a figure somewhat in 
excess of the separate values of the thhee companies. Later, 
Company 4 placed mortgage D on its property. Then corpora- 
tion 6 was organized as a consolidation of Company 4 and Com- 
pany 5. The latter company had no mortgage on its property. 
Company 6 then placed mortgage E on its properties. 

Company 4 would probably call the D mortgage a first con- 
solidated mortgage because, although it was not a first mortgage 
on the property, it was the first mortgage which the consolidated 
company put on its consolidated property. Mortgage E, of Com- 
pany 6, would probably be called a first and consolidated mort- 
gage. It actually has a first lien on part of the property, that 
which was brought by Company 5. In Company 6, mortgages 
A, B and C would be called underlying mortgages. Mortgage D 
is junior to mortgages A, B, and C, and, to a certain extent, senior 
to Mortgage E . ' Because E has a direct lien on a part of the 
property — ^probably an important part of that of the whole com- 
pany — it would hardly be called a junior mortgage. The term" 
“general” would be more appropriate and would be more fre- 
quently used. The term “blanket mortgage” is sometimes used 
for such a mortgage as E, and indicates a mortgage on all of a 
company’s property, owned at the time or thereafter acquired. 

Prior lien bonds. The term “prior lien,” when attached to ' 
a bond, is likely to be confusing. The value of its lien will de- 
pend on what liens it is prior to, and. what liens it is junior to. 
Such bonds may be issued during times of financial stress and by 
mutual agreement among the old bondholders whose claims are 
superseded by the prior lien bond or who deposit their old bonds 
in return for new prior lien bonds. Thus, where the bondhold- 
ers cpnsent, a new mortgage may be placed on the property prior 
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in lien to all other mortgages, or with the consent of the junior 
bondholders, prior to the junior mortgages. Prior lien bonds 
issued in this manner are rare, because it is difficult to get the 
consent of bondholders having claims under old mortgages to 
submit to the creation of a prior lien issue, except under the 
stress of reorganization.” The position of each bond must be 
determined by an examhiation of circumstances rather than of 
the title. The quality of such bonds varies greatly. On the 
one hand, there are the Northern Pacific Rail-way prior lien bonds, 
which underlie both the general lien and refunding and im- 
provement bonds; they are a first lien on the bulk of the mile- 
age. On the other hand, there are the Missouri-Kansas-Texas 
Railroad prior lien issues, which follow the first mortgage bonds, 
including certain divisional liens, and are prior only to the 
adjustment income bonds. 

First and refunding bonds. As the name implies, a first and 
refunding issue constitutes a first mortgage on some of the assets 
of the company, while the main purpose of the issue is to provide 
for the retiring of other bonds of the corporation as they be- 
come due, or as they may be called. In order to show the mis- 
cellaneous security which may actually be pledged to secure 
issues of this nature, let us consider briefly the Chicago, Rock 
Island & Pacific Railway First and Refunding Gold 4’s. In 
1930, $162,822,000 of such bonds were outstanding. This entire 
issue was secured by a first or collateral lien on only 1,289 
miles of track, and also by a junior lien on some 5,600 miles 
of track, subject to various underlying mortgages. In addi- 
tion, the issue was further secured by the pledge of certain col- 
lateral in the form of first and consolidated mortgage bonds, 
amounting in all to $87,635,688, which represented^ a first hen 
on some property, but only a junior on the remainder. The 
total mileage on which these bonds at present constitute a first 
lien, however, is so small as to be of little real value to the bond- 


”In 1922 the Missouri-Kansas-Texas Railroad Com^ny succeeded the old 
M-K-T Railway Company through reorganization. The new company was 
“thorized to issL $250,000,000 of prior lien bonds, 

first lien on 640.9 miles of track, on certam equipment, and by a collateral 
lien on other equipment. The prior lien bonds were also secured, either 
directly or through the pledge of first mortgage bonds and all outstanding stock, 

Hen Snd°s were^useTfntartfal satiriaction of the claims of the underlying bond- 
holders at the time of reorganization. 
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holder, when the total amount of outstanding bonds is con- 
sidered. 

Where the first and refunding issue is used solely to refund 
underlying bonds as they come due, and where the amount of 
the issue is increased only as refunding takes place, the refund- 
ing issue will eventually constitute a first mortgage on the entire 
properties of the corporation. On the other hand, where the 
underlying bonds are extended from time to time, or where the 
first and consolidated, or first and refunding (sometimes im- 
provement), issue is increased for subsequent additions and 
extensions, perhaps already encumbered with first mortgages, 
the bond may be said to have risk elements worth considering.^® 

The first inquiry, therefore, with respect to a refunding mort- 
gage bond, pertains to the extent of the property on which the 
issue has a direct first lien. And, where it appears that the bond 
enjoys a first lien on only a relatively .small part of the entire 
assets of the company, more reliance should be placed on the 
financial condition of the issumg corporation than on the char- 
acter of the bond, for, where the bond is secured by a first mort- 
gage on insignificant parts of the corporate property, the bond- 
holder is in only a slightly better condition, if any, than is the 
unsecured bondholder, except when the total debt is unusually 
small. The financial condition of the corporation becomes of 
paramount importance whenever a bond is unsecured or holds 
only a weak junior lien.^® 

“ To illustrate how a fii’st and refunding issue may be subordinated by extend- 
ing underlying bonds, we shall refer briefly to the First Mortgage Bonds of the 
Tacoma Gas & Electric Company, of which $416,000 were due May 1, 1915. There 
was .also outstanding an issue of Tacoma Gas Company Refunding Mortgage 
Bonds, due 1926, of which $416,000 had been reserved to retire the previous issue 
when due. When the first mortgage bonds came due, however, they were 
extended and not retired. In this way a first lien was maintained on the under- 
lying property, and 1he refunding issue was denied the position in respect to 
that particular property to which it was entitled. In order to prevent the recur- 
rence of this situation, it is necessary that special care be taken in drawing up 
the provisions of the refunding mortgage. 

“The refunding and improvement bonds of the New Yoi'k Central have 
ranked high from a financial standpoint, but are not a desirable type of bond. 
They derive their security largely from the general financial condition of the 
road, since their contract provisions must be considered as very weak from 
the bondholder’s point of view. It is only because the road itself has been so 
strong that they have sold on a low yield basis. 

Under the terms of this indenture, bonds may be issued up to three times 
the amount of capital stock of the company outstanding. Up to the first 
$700,000,000 there are no rostriotiona on the manner of issue; beyond $700,000,- 
000, no additional bonds shall be issued except to refund prior debt, unless 
such further issue is duly authorized by the stockholders, and then onlv im to 
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Junior mortgage bonds. Second mortgage bonds, as the 
name indicates, are secured by a lien subordinate to that of the 
first mortgage. The same idea applies to the third mortgage, 
and so on. The order of priority that applies to assets in case 
of liquidation likewise applies to the earnings of the company. 
The first mortgage bonds have a first claun on earnings up to 
the amount of their interest, after which interest is paid on the 
second mortgage issue, and so on. So long as earnings are suffi- 
cient to meet all interest charges, there is no essential difference 
between these various issues. When earnings decline and the 
solvency of the corporation is in question, then the position of 
the various mortgages becomes a matter of vital importance. 
Not only will the first mortgage issue be the last issue to default, 
but, in the process of reorganization, the first mortgage bonds 
will be called upon to make the least sacrifices. 

In determining the investment position of junior mortgage 
bonds, it is necessary to consider the value and the importance 
of the secured assets in relation to all claims outstanding, up to 
and including the issue under consideration. If the amount of 
of first mortgage bonds is very small as compared with the value 
of the assets and the earnings, the second mortgage bonds may, 
indeed, be well secured. Similarly, a third mortgage bond might 
be sufficiently well secured to warrant a high investment rating. 
There are, in fact, five successive mortgages on the property of 
the old New York and Erie Railroad, yet the total amount of 
all liens is so small in relation to the value and earnings of the 
pledged property that the junior bonds are, to all intents and 
purposes, as good as many straight first mortgage bonds. In- 
stances of this nature, however, are the exception rather than 
the rule. 

Under certain conditions, it is possible for a second mortgage 
to become, in fact, a first mortgage. Wffiere there are two mort- 
gages recorded on a given piece of property, a first and a sec- 
ond, the junior mortgage becomes a first mortgage when the 
, original first is paid off. So long as the second mortgage remains, 
no subsequent mortgage with an equal or prior claim can ever 
be put on the property, regardless of whether the original first 
has been retired. 

80 per cent of t)ic cost of the work done or the property acquired. This issue 
is a lion, next to the lien of the N. Y. C. & H. R. R consolidation mortgage, on 
a long list of ])roperties, is secured by the deposit of some collateral, and is a 
'first lien on certain leasehold rights. It appears to have a first, lien on less than 
300 miles of road. 
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Divisional bonds. Divisional bonds deserve some independ- 
ent attention, although they differ but little, if any, from under- 
lying first mortgage bonds. This term was first used in referring 
to the first mortgage bonds secured by a section, or division, 
of a railroad’s property. At present, however, their counter- 
part is found in the public utility field. When a large holding 
company, such, for example, as the North American Company, 
or the Standard Gas & Electric Company, acquires subsidiary 
operating companies, the underlying bonds are frequently 
left undisturbed. If the holding company absorbs the old 
company through a purchase of all its stock, the old corporation 
may go out of existence. The underlying mortgage bonds of 
the operating company, in addition to being secured by a lien 
on the physical property as theretofore, are also assumed by the 
holding company.®” Such bonds frequently are of the highest 
grade, and sometimes sell at higher prices than do the general 
mortgage bonds of the parent company itself. 

Equipment obligations. Equipment obligations are likewise 
secured by a pledge of specific assets, but they have certain char- 
acteristics that require separate treatment. These obligations 
may take any of several forms, but generally represent loans 
secured by a lien on a specific lot of rolling stock.®^ Equipment 
securities may be said to fall into two main classes : equipment 
trust certificates, involving a lease; and equipment bonds, based 
on a first mortgage on equipment. Obligations of the first type 
are said to be issued under the Philadelphia plan; those of the 
second type, under the New York plan. We shall discuss in 
some detail each of these plans. 

Philadelphia plan. Under the Philadelphia plan, the railroad 
makes an initial payment on the purchase of a definite number 
of cars or locomotives. It does this by entering into a contract 


“The Union Electric Light & Power Company of Missouri absorbed the 
Missouri Edison Electric Company in September, 1903. The Missouri Edison 
Electric Company originally had outstanding S3, 400, 000 First Consolidated 
5-'s, due in 1927. Prior to 1903 these were secured by a closed first mortgage 
on the entire property, rights, and franchises of the company. Upon acquisi- 
tion by the Union Electric Light & Power Company, these bonds, although 
still enjoying their old first mortgage lien, were assumed by it. The Union Elec- 
tric Light & Power Company is now controlled through stock ownership by the 
North American Edison Company. We might refer to the M. B. E. Co. First 
5’s as underlying, or divisional, bonds of the parent company. 

“For an excellent short treatment of equipment obligations, see Dewing, 
Arthur S , Financial Policy of Corporations (New York: Ronald Press, 1920), Vol. 
1, Chapter V. 
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with a manufacturer, who agrees to build the cars in accordance 
with the road’s specifications. As soon as the equipment is 
ready, an agreement is entered into with a third individual, 
known as a trustee, who acquires title to the property and leases 
it to the road. The trustee thus has title to the equipment, and, 
in order to finance such part of the purchase price as has not 
already been advanced by it, the railroad sells participation 
certificates based both on the security of the equipment and on 
that of the lease. Payments under the lease are so arranged 
that interest on 'all certificates outstanding can be met, and a 
certain amount of the prmcipal retired, each year. It is usually 
provided that the entire principal amount shall be retired with- 
in a brief period — from ten to fifteen years. Upon receipt of the 
last payment, the lessor agrees to execute a bill of sale, giving to 
the road title to the property. 

The railroad, under the lease, further agrees to keep the 
equipment in a proper state of repair and insured at all times; 
to put name plates on all equipment leased, whereby it may be 
identified as belonging to the trustee, not to the road; and to 
assemble all the equipment covered by the lease at one point 
on the road and deliver it to the trustee, should it default in any 
payments on the lease. 

The chief advantage accrumg to the holders of such certificates 
is that they are not required to go through all the formalities 
of foreclosure in case of default, in order to get possession of 
their security. This, coupled with the mere fact that the rolling 
stock of a road is vital to any sor.t of continuity of operation, 
puts the certificate holder in an almost impregnable position in 
case of default. Very rarely do the holders of such obligations 
suffer even the loss of current interest during receivership. 

A further element of safety is woven into securities of this 
type on account of the increasing equity created each year 
through the retirement of part of the original issue. Under 
the Philadelphia plan, the lease provides for an annual rental 
sufficient to meet interest requirements and to provide for the 
retiring of part of the Qutstanding issue. The rate at which 
the issue is retired exceeds the rate at which the equipment is 
depreciating, so that each year the outstanding obligations are 
protected by a wider margin of equity. The same result may 
be attained under the New York plan, where the bonds them- 
selves are issued to mature serially. Figure 9 will serve to illus- 
trate this point. (See page 170.) 
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In this diagram the line AA' represents by year the amount 
of obligations outstanding. It is assumed, in the construction 
of AA', that an equal amount of bonds is retired each year, the 
entire issue being paid off by the end of the fifteenth year. The 
life of the equipment is placed at twenty-three years. The 
line BB'. representing the value of the equipment each year, is 
constructed on the assumption that an equal amount of depreci- 
ation takes place each year. In other words, BB' represents 

In 



Equipment Trust Cer^cates When Retired Serially. 


the value after depreciation has been computed on the so-called 
“straight line” method. In practice, it is probable that a heav- 
ier depreciation takes place in earlier years than in later years, 
as represented by curve bb'. In either case, so long as the rate 
at which the obligations' are retired exceeds the rate at which 
depreciation occurs, the margin of safety, represented by the 
distance between the two lines increases. This spread is seen by 
drawing lines 00' and PP' at the fourth and twelfth years, 
respectively.' A cursory inspection indicates a substantially 
wider margin of safety at the twelfth year. This principle of 
amortization is widely used in corporation and mortgage financ- 
ing. Its efficacy depends on a proper estimate of the rate at 
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which the pledged assets depreciate, and on the determination 
of a more rapid rate of amortization. 

New York plan. Under the New York plan, as opposed to 
what has just been designated as the Philadelphia plan, the road 
acquires immediate title to the rolling stock and deeds it back 
to the trustee under a mortgage agreement. Equipment bonds 
are then issued by the road, which participate in this mortgage 
in the same way that any mortgage bond participates in the 
deed of trust. In this case, the equipment bond is based on a 
chattel mortgage instead of on the customary mortgage based 
upon land and the improvements affixed to it. Because, under 
the lease plan, the railroad does not acquire even a fraction of 
the title until the whole obligation is paid, this plan has proved 
to have unusual strength and has been used almost exclusively 
in recent years. The New York plan is of academic interest 
only. 

How equipment obligations are rated. As a class, equipment 
obligations constitute the safest kind of coi’porate security, and 
almost always sell at higher prices than the other bonds of the 
road. In fact, they rarely reflect, to the same extent as do other 
types of securities, the financial condition of the issuing road. 
The equipment obligations of weak roads, in fact, often sell at 
the same yields as the premier securities of other corporations. 
The following table, arranged by Professor Dewing, will serve to 
illustrate the superior position occupied by railway equipment 
obligations:^^ 


AVERAGE YIELDS OP VARIOUS GLASSES OP 
RAILROAD OBLIGATIONS 


(Large Selections of Obligations of Same Systems) 


March, 1916 . . 
.July, 1925. , , . 
October, 1929 . 


Equipment 

Obligations 

4.31 

4.97 

5.50 


Premier Junior or 

Bnruls General Bnruh 
4.61 5.29 

4.97 5.50 

5,08 5.85 


Note; Comparisons should be made with caution because of short 
maturities among the serial equipment issues. The yields of such 
maturities will be relatively high in a year like 1929, when commercial 
paper rates were high in relation to long-term bond yields, but the 
reverse in a year like 1934. 


Collateral trust bonds. We have already described collateral 
trust bonds as bonds secured by alien, not on physical assets, but 

“Dewing, Arthur S,, Financial Policy of Corporations (New York: Ronald 
Press, rev. ed., 1934), p. 90. 



172 


SECURED BONDS 


on securities, either stocks or bonds, deposited with a trustee as 
collateral. This type of bond is used by holding companies in 
the public utility field, although it is by no means confined to 
that area. In fact, they were first used on a large scale by the 
railroads, in order to combine into a single issue of marketable 
size a variety of underlying bonds. 

Independent collateral as security. In analyzing the invest- 
ment merit of collateral trust issues, we must inquire into both 
the credit of the issuing corporation and the value of the pledged 
collateral. The strongest type of collateral trust bond would be 
one whose collateral securities possess a market quite independ- 
ent of the fact that they are deposited as collateral or are con- 
nected in any way Avith the issuing corporation.-® 

Stocks and bonds of subsidiary companies as security, 
SomeAvhat less desirable as a class are collateral trust bonds 
secured by a deposit of the securities of subsidiaries operated by 
a parent company. In such instances there is lack of diversifica- 
tion, for the success of the subsidiaries, as a rule, is closely 
linked with the success of the parent company. When financial 
reverses affect the latter, the pledged collateral is likewise 
affected. Yet the subsidiaries may still have an independent 
value, and if the collateral consists of what were originally sound 
mortgage bonds, the collateral issue may be considered well 
secured. 

An example of the second type of bond would be the secured 
4’s, running serially to 1964, of the Pennsylvania Railroad Com- 
pany. This issue is secured by deposit of the shares of stock* 
of various subsidiary railway lines making up the system. An- 
other example is the former issues of American Telephone & 
Telegraph collateral trust bonds. These bonds were secured by 
the pledge of the stocks and bonds of a large number of subsidiary 
companies. 

Where the collateral security offered is the common stock of 
subsidiaries of the holding company selling the bond issue in 
question, or even of independent companies, and these stocks 
are already subject to a heavy load of bonds and preferred stocks 
put out by the operating companies, a weak situation exists. 

"“An unusually good example is that of the twenty-two series of collateral 
trust bonds which the Electrical Securities Corporation, a subsidiary of the 
General Electric Company, had outstanding at the close of 1926. These issues 
were secured, for the most part, by the pledge of high-grade and easily market- 
able public utility bonds. At present, this company has no issues outstanding, 
having called all issues in 1928. ' 
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When financing of this nature is undertaken with the idea of 
giving stocks the status of bonds by depositing them as security 
for a collateral trust issue to be sold to the public, the motives of 
the bankers may be questioned. A conspicuous example of this 
type of financing is found in the former collateral trust bonds of 
the Chicago, Rock Island & Pacific, which were secured by the 
stock of the Chicago, Rock Island & Pacific Railway Company. 
Upon foreclosure, the holders found that their bonds were bonds 
in narne only. Their real security consisted of the stock of the 
operating company, before which there were many prior obliga- 
tions. Where the collateral pledged is in the form of stock, it 
is all the more important to test its real value. This may be 
done in part by determining the earnings available per share, 
the dividends paid, and the extent to which the operating prop- 
erty is already burdened with prior obligations. If the operat- 
ing company whose stock is pledged as collateral for a bond issue 
has no bonds or preferred stock outstanding, the collateral trust 
bonds may constitute virtually a first mortgage on the assets of 
the operating company. On the other hand, if the company 
whose stock is pledged already has outstanding a substantial 
amount of bonds and preferred stocks, the value of the common 
as security for the collateral trust issue is lessened. Bonds 
secured by stocks of the same enterprise, whether of the same 
company that issues the bonds or of a closely allied operating 
company, are the least desirable of all the various types of collat- 
eral trust issues. The ultimate fate of such bonds in the reor- 
ganization of the New York traction companies is conclusive evi- 
dence of the very unsatisfactory nature of this type of security. 

Consider, for example, the history of the Interborough-Metro- 
politan Collateral Trust 4%’s, of which there was formerly out- 
standing $67,825,000. These bonds were secured by a pledge 
of $33,912,800 par value of stock of the Interborough Rapid 
Transit Company. Interest on these bonds was defaulted on 
April 1, 1919. A rapid decline took place in their market value, 
the low quotations for 1921 and 1922, respectively, being 8 and 
8%. In the reorganization that followed, effective May 1, 1922, 
these bondholders were given the option of: (1) subscribing to 
the 10-year 6 per cent gold notes of the new Interborough Rapid 
Transit Company at par and accrued interest, in which case 
they received in addition 6.25 shares of the Interborough Rapid 
Transit Voting Trust Certificates and 6 shares of the Rifth Ave- 
nue Bus Securities Corporation Voting TYust Certificates; or 
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(2) surrendering 60 per cent of their bonds and receiving 2.1 
shares of the Interborough Rapid Transit Voting Trust Certifi- 
cates and 2 shares of the Fifth Avenue Bus Securities Corpora- 
tion Voting Trust Certificates. 

Summary. We have discussed in some detail the more impor- 
tant types of secured issues. It appears that no definite rules 
of analysis can be formulated here that will apply to all cases; 
but we are led to the conclusion that, as a general proposition, 
the highest type of secured issue is one where the amount of 
the issue outstanding is properly limited, and where the prop- 
erty has a high value in relation to the total amount of bonds 
outstanding. Closed first mortgage bonds and divisional bonds, 
as well as equipment obligations, come under this classification. 
These latter securities are found to be unique, in that the prop- 
erty by which they are secured is mobile and of distinct value 
to the issuing corporation. For this reason the holders thereof 
are placed in a strategic position in case of default. Open end 
issues may also represent a highly desirable type of security, 
where they are amply protected by the presence of a strong con- 
tract restricting the issue of subsequent bonds to a reasonable 
amount. On the other hand, bonds secured by a first mortgage 
on part of the property, and a general, or junior, lien on the bal- 
ance. require a very close examination before their real position 
may be determined. Collateral trust bonds likewise yary widely 
in the matter of security. 

Whatever may be said of the desirability of secured issues 
as a class, it is, nevertheless, important that each issu? be con- 
sidered on its own merits. A secured bond, after all, is no better, 
when the corporation gets into financial difficulties, than the 
property pledged as security, and it is at such times only that 
the bondholder is really concerned with the kind of bond he has. 



8 


Bonds Secured Primarily by Credit 


The fundamental distinction between secured and unsecured 
bonds is emphasized by a reference to the document under which 
each type of bond is issued. The term “indenture” may well be 
used for both the contract under which mortgage bonds are issued 
and the instrument accompanying unsecured issues. In the first 
case, however, the indenture contains a “mortgage deed” as 
well as all the other covenants with the bondholders. In the 
latter case, the instrument is simply an agreement, sometimes 
called the bond contract, in which the corporation agrees to 
undertake certain acts for the benefit of the bondholders. Un- 
secured bonds resemble secured bonds in this respect : all cove- 
nants are contained in the trust agreement running to one or 
more trustees for the benefit of all the bondholders. 

Lacking a definite pledge of property, either tangible or 
intangible, as a guaranty that the bond contract will be carried 
out, unsecured bonds, or bonds issued against the general credit 
of the corporation, must depend ultimately for their value on 
the earning capacity of the corporation. The only merit of a 
mortgage security lies in the preference it gives over other credi- 
tors. That is, the mortgage feature of a bond has value in the 
relatively superior- position it gives the holder of the bonds if 
it ever becomes necessary to distribute the assets of the corpora- 
tion as a result of financial difficulty. So long as earnings are 
adequate, it is a matter of legal distinction only whether the 
bond is covered by a lien on specific property or whether it is 
covered merely by the. promise of the corporation to pay. 

Civil loans. Perhaps the best examples of bonds secured only 
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by the credit of the obligor are found among civil loans. Bonds 
of the United States and of the various state governmeiits of 
our country are never secured by the pledge of specific assets. 
The same may be said of most municipal issues. Such bonds 
are issued solely on the faith that the issuing unit will have the 
ability and inclination to pay them when due. In rare instances 
only do municipalities issue bonds secured by the pledge of defi- 
nite property, and, where this is done, the faith and the credit 
of the municipality may not be pledged, for such bonds are likely 
to be specifically payable out of the revenues of the pledged 
properties. 

This is true also of bonds issued by foreign governments. It 
would indeed be a blow to the prestige of any large nation to be 
required to give a mortgage on its assets in order to secure a loan. 
Where some sort of security is required, such as a pledge of cus- 
toms receipts, it will be found that the borrower is a small coun- 
try or is in a state of political instability. 

Receivers’ certificates. Another type of credit obligation is 
that issued by the receivers of a corporation. When a corpora- 
tion passes into the control of the court as a result of actual or 
threatened default, it frequently becomes necessary that cash 
be raised in order to continue current operations. The court will 
authorize its agents or receivers to issue short-term notes known 
as receivers’ certificates. These certificates may be said to rest 
on the physical property of the company as well as on its general 
credit, although they are not accompanied by a mortgage of the 
corporate property. They depend for their strength on the fact 
that the receiver represents all parties and hence the securities 
he issues may have priority over mortgage bonds. Their exact 
priority is usually fixed in the same decree of the court that 
authorizes the issue. (If the corporation is administered by trus- 
tees in bankruptcy instead of court of equity receivers, trustees’ 
certificates may be issued.) 

. Receivers’ certificates are usually issued for a short period to 
meet temporary needs and are paid off or refunded before the 
property passes from the jurisdiction of the oourt.^ As a rule, 

^ Generally, receivers’ certificates are paid off with money received from junior 
security holders at the time of reorganization, and the holders are not asked 
to participate in the reorganized company. Rarely are they asked to take new 
securities. In the preliminary reorganization plan of the Atlanta, Birmingham 
& Atlantic Railroad, for example, the holders of 86,000,000 of receivers’ certificates 
were offered 40 per cent of their claim in new first and general 30-year bonds at 
90, and 60 per cent in cadi. In the final reorganization plan they were com- 
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therefore, this type of obligation must be accorded high rating 
for investment purposes. 

Assumed bonds. Where a small subsidiary corporation is 
merged with a larger corporation, the obligations of the merged 
company become those of the acquiring company. At the time 
of the merger the larger corporation may formally agree with the 
bondholders, or with the old corporation, to be responsible for 
the bonds. This, however, is not necessary, for if the smaller 
corporation passes out of existence when its assets are acquired by 
the larger corporation, the latter automatically assumes responsi- 
bility for the bonds of the merged company. In the event that 
the assunied bonds were previously secured by the pledge of 
specific assets, this claim continues, and such bonds may be said 
to enjoy a double security, the first arising from a general claim 
against the credit of the acquiring company and the second, from 
a pledge of specific assets now acquired, subject to the bond- 
holders’ lien, by the larger company. 

Assumed bonds are by no means rare in American finance and 
are particularly common among railroad securities. Almost all 
the larger systems have some assumed bonds in their capital 
structure as a result of reorganization or consolidation. In re- 
organizations, underlying or divisional bonds are often assumed 
by the new corporation.'^ The fact that so many of our present 
railroad systems have been put together by consolidation of di- 
visions has also given rise to many issues of this nature. 

Guaranteed bonds and stocks. Somewhat akin to assumed 
bonds are guaranteed bonds. Such bonds, while implying a 
double obligation, that of the issuing corporation itself as well 
as that of the guaranteeing company, may or may not be secured 
by the pledge of specific assets. The most common form of the 
guaranty arises when a larger corporation leases a small corpora- 
tion and guarantees under the terms of the lease a rental suf- 
ficient to pay interest on bonds of the lessor corporation, and 
frequently dividends on the stock. In other cases the guaranty 
is in the form of a direct contract with the guarantor and is in- 
dorsed on the bond itself.* 


pelled to accept income bonds with a subordinate iien. Such trejjtment as this 
is, however, unusual. , . , „ . 

'■The present Erie road has in its capital structure some of the original hrst 
mortgage bonds issued as early as 1847. -n. x 

“The Southern Pacific Railroad guarantees the bonds of the Houston, mst 
& West Texas Railway by the following indorsement on eaeh bond: For 
value received, the Southern Pacific Company hereby guarantees uncondi- 
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Where the stock of the leased corporation is also guaranteed 
by the lessee company, it must at once be classed as a fixed ob- 
ligation and not as a proprietorship security. Guaranteed stocks 
assume most of the characteristics of bonds and are bought by 
the same class of investors which buys bonds. 

The guaranty of dividends on the stock of leased companies 
may apply to its preferred stock or to both preferred and com- 
mon. In fact, after the guaranty has been effected, by means 
of establishing a rental under the terms of the lease sufficient to 
pay necessary expenses and a stated rate of dividend, the dis- 
tinction between preferred and common stocks is, for all prac- 
tical purposes, eliminated.'* 

Guaranteed bonds are not so strong, legally, as assumed bonds. 
The holder of guaranteed bonds has the double obligation, it is 
true, of both the issuing and the guaranteeing company. How- 
ever, in the event of failure on the part of the guaranteeing com- 
pany to meet payments under the contract, the result of at- 
tempted enforcement will be, at best, to throw the corporation 
into the hands of receivers who, ordinarily, will repudiate the 
guaranty if the leased property is not a paying proposition. The 
holders of guaranteed bonds must then proceed to establish the 
extent to which they have been damaged by the failure of the 
guaranteeing corporation to carry out the contract, before they 
can be in the position of judgment creditors. The holders of as- 
sumed bonds, on the other hand, are in precisely the same legal 
position as the bondholders of the corporation assuming the 
bonds. Assumed bonds are a direct obligation of the assuming 
corporation and are on a parity with other valid debts. It is 
necessary, therefore, in determining the mvestment position of 
guaranteed issues, to study not only the credit of the guarantee- 
ing company but also the credit status of the obligor company — 

tionally the punctual payment of the principal and interest at the time and in 
the manner therein specified.” 

‘There are abundant examples of guaranteed stocks in American railroad 
finance. The New York, New Haven & Hartford, under the terms of a 99- 
year lease, agrees to' pay a rental to the Providence & Worcester Railroad Com- 
pany sufficient to equal interest on its bonds, organization expenses, and 10 
per cent on its capital stock. The Cincinnati, Hamilton & Dayton Railroad, 
under a perpetual lease, guaranteed principal and interest on the bonds of the 
Dayton & Michigan Railroad Company, as well as a rental sufficient to pay 
S per cent on the preferred and 3% per cent on the common stock of the com- 
pany. This lease was later assumed by the Toledo & Gincinnafi Railroad Com- 
pany, which is a subsidiary of the Baltimore & Ohio. Dividends are guaranteed 
on the stock of the Northern Railroad Company (of New Hampshire) by the 
Boston & Maine. 
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the earning power and the strategic importance of the leased 
property to the lessee company.*’ 

Joint bonds. Joint bonds are very similar to guaranteed 
bonds, except that there is a joint guaranty by several corpora- 
tions to pay the hiterest and the principal of the bonds. Such 
issues are ordinarily the result of a corporation’s decision to un- 
dertake the building of structures, branch lines, or terminal fa- 
cilities, which are to serve several companies jointly. It is a 
common practice for such projects as larger terminals, wharves, 
docks, and bridges, which are to be ’used by several corporations, 
to be financed jointly by all the companies interested. Usually 
a small corporation is formed solely for the purpose of taking 
title to the property and operating it. This company then issues 
bonds to secure part or all of the funds necessary to acquire the 
property. Such bonds, however, are also guaranteed by the vari- 
ous companies which use its facilities. The companies generally 
divide the stock of the terminal company and enter into lease 
agreements for the use of its facilities, each company paying rent 
in proportion to its use of the properly. 

These bonds, where they are accompanied by a mortgage on 
the terminal property, are secured both by the credit of the par- 
ticipating compaiiies and the property itself. For example, the 
Boston Terminal First Mortgage Gold 314’s are not only a lien 
on the South Station at Boston, the train sheds, and about thir- 
teen miles of track, but are further secured by lease, the New • 
York, New Haven & Hartford, the Boston & Albany, the Old 
Colony, and the Boston & Providence railroads, each being jointly 
liable for ,any deficiency in the case of foreclosure of the bonds. 

The investment strength of such bonds will depend in part on 
the value of the property itself and also on the character and 
multiplicity of the guarantors. The strategic importance of the 
property is significant, to be sure; but, in the event of failure of 
the lessor companies, ordinarily the bondholders would have on 
their hands property with little or no income. Therefore, we 
are justified in considering bonds of this nature in part as general 
credit bonds. Where secured by the pledge of property, the un- 
derlying assets may be of such special nature as to have little or 
no independent value. 

° There is often a strong temptation where leases are unprofitable to find some 
way to break them, especially if the lessee corporation is in a weak financial 
position. On the other hand, .where the leased property is profitable or occupies 
a position of strategic importance, the lessee coi-poration may go a long way 
to avoid any default in the provisions of its maranty. 
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Investment position of debenture bonds. The most impor- 
tant class of straight credit obligations which are in no way se- 
cured by direct or indirect pledge of property is known as de- 
benture bonds. Bonds of this nature are merely promises to 
pay a certain sum of money at a given tune. In fact, they do 
not differ materially from promissory notes, except that they are 
generally issued under an indenture, as previously described." 

In the purchase of debenture bonds, therefore, one must look 
entirely to the earning power and credit position of the corpora- 
tion for the payment of the interest and the ultimate return of 
the principal. In the event of failure, the debenture bondholder 
will find that his claims are junior or subordinate to those of all 
the secured bondholders. Furthermore, if the corporation fails 
to carry out its part of the bond contract, the debenture bond- 
holder does not have the right to foreclose, a right which often 
proves of real value to the secured holder in times of financial 
difiiculties. 

With corporations which have no secured issues outstanding, 
the position of the debenture bonds is improved, but even here 
'the debenture issue does not have the same status as a mortgage 
bond. A debenture issue, even though it represents the only 
item of funded debt on the balance sheet of the corporation, may 
participate ratably with the other unsecured creditors only in 
the assets of a liquidating corporation, whereas the first mortgage 
bondholder enjoys a prior claim in so far as the assets specified 
in the mortgages are concerned. That is, mortgage bondholders 
have the privilege of foreclosing in the event of failure, of forcing 
a sale of the pledged property, and of bidding in the property, if 
desirable, for their own interests. Furthermore, such property 
is not attachable by the other creditors.'^ Also, where the 
pledged assets are insufiicient to meet the claims of the secured 
bonds, these bondholders have a further claim which participates 
equally with that of the unsecured holders in the remaining as- 
sets." 

“The student will do well to refer to the agreement under which the 6 per 
cent notes of the American Power & Light Company were issued. See Gersten- 
berg, G. W., Materials of Corporation Finance (New York; Prentice-Hall, Inc, 
5th ed., 1924), p. 291. This agreement should be compared with the corpora- 
tion mortgage in order that the fimdamental difference between secured and 
debenture bonds may be seen. 

“Except in respect to specially created claims like receivers’ certificates, or 
minor claims which are given priority under the Federal Bankruptcy Act, such 
as taxes and certain wages. 

* The following simple example is given to show the exact order of precedence 
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Position of unsecured bondholders in event of reorganization. 
As a result of this situation, the unsecured bondholders usually 
fare much worse in cases of reorganization than do the secured 
bondholders. The latter hold the upper hand, so to speak, in 
that, if the reorganization plan does not satisfy them, they may 
always foreclose and assume title to the fixed assets of the concern 
by bidding in the property. Should other buyci’S appear at the 
foreclosure sale and bid more than the amount of the secured 
claims, the secured bondholders are entitled to 100 per cent of 
their principal and all interest in arrears before anything can be 
paid to the remaining creditors. Moreover, where other bidders 
fail to appear, or where they bid less than the amount of secured 
bonds outstanding, a purchase may be made by the bondholders 
themselves, who naturally will bid, by turning in their bonds up 
to the amount of the jjurchase price. In such cases, therefore, 
it is not necessary that any cash shoulrl be put up in order to ac- 
quire the property. 

Chicago, Milwaukee & St. Paul reorganization. To cite a 
specific example of the manner in which different classes of bond- 

for the claims of the various creditors of a corporation in case of failure and 
liquidation. 

The balance sheet of the corporation at the time of failure was as follows: 


..“I wets' 

Plant and Equipment . , . 11,000,000 

Inventories 400,000 

Accounts Receivable . ... 250,000 

Cash 50,000 

Deficit 300,000 


82,000,000 


Liahilities 

Common Stock $500,000 

Preferred 300,000 

First Mortgage Bonds. . . . 600,000 

Debenture Bonds 400,000 

Accounts Payable 300,000 


$2,000,000 


Let us assume that the affairs of the corporation are wound up and that the 
assets are liquidated. The following amounts, we shall further assume, are realized 
from the various assets in liquidation: 


Plant and Equipment. . . . $460,000 

Inventories 100,000 

Accounts Receivable .... 200,000 

Cash 20,000 (after allowing expenses of liquidation) 


In view of the fact that the plant and equipment wore pledged as specific 
security for the mortgage bondholders, the entire $450,000 realized therefrom 
must be applied to their claim. So far as the $60,000 remaining unsatisfied is 
concerned, the mortgage bondholders will be in the same position as the other 
unsecured creditors. The remaining $320,000 must be prorated over the 
unsecured claims, amounting in all to $750,000 ($50,000 first mortgage bondhold- 
ers, $400,000 debentures, .$300,000 accounts payable). This would leave the 
debenture holders with 42% cents on the dollar. The first mortgage holders, 
however, will receive in all $460,000, plus 42% per cent of $50,000, or $471,333. 
This is equivalent to 94.3 cents on the dollar. 
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holders fare in case of failure and reorganization, we shall again 
consider the Chicago. Milwaukee & St. Paul reorganization in 
1926, Here we find that $181,370,400 of underlying bonds were 
left undisturbed. Bonds with relatively poor security, such as 
the First and Refunding “A’s” and “B’s,” and also the various 
issues of unsecured bonds were required to take, for each $1,000 
bond of the old company turned in, $200 par value, new 50-year 
6 per cent mortgage gold bonds and $800 new 5 per cent adjust- 
ment mortgage bonds.® These latter bonds are known as income 
bonds and represent a contingent claim in respect to interest 
rather than a fixed claim.^® The new 50-year mortgage bonds 
were quoted at about 82 at the time the reorganization plan was 
finally agreed upon, and the adjustment mortgage 5’s were quoted 
at about 55. The cash value of the securities received in ex- 
change for a $1,000 bond of the less secured classes was thus 
about $600. 

Virginia Carolina Chemical reorganization. • Another perti- 
nent illustration of the relative position of secured bonds as com- 
pared with unsecured issues in times of difficulty is found in the 
case of the Virginia Carolina Chemical reorganization, consum- 
mated in 1925, Here the old first mortgage bondholders received , 
for each $1,000 bond, $595 in cash and $510 in prior preferred 
stock of the reorganized company, which had a market value at 
the time of reorganization of about $93 per share, thus giving 
them the equivalent of a total cash return amounting to about 
$1,027, an amount actually m excess of the par value of .their 
claims. The old 7^ per cent 15-year debentures, on the other 
hand, received, in the reorganization, no cash, $1,225 new par- 
ticipating preferred stock, and 20 shares of common. The pre- 
ferred had a market value of about $46 per share and the common 
of about $10 a share at the time of reorganization. The deben- 
ture holders, therefore, received the equivalent of $763 in cash for 
each $1,000 bond of the old company 

Desirability of unsecured bonds as investments. The fact 
that the debenture bonds of a corporation generally are at a dis- 
advantage in case of reorganization should be clearly borne in 
mind when purchasing unsecured corporation bonds, for, in the 


'See Commercial and Financial Chronicle, Vol. 121, p. 2516, for a complete 
analysis of the plan as finally agreed upon. 

See p. 186 for a complete discussion of income bonds. 

“For full details of reorganization Bee Commercial and Financial Chronicle, 
Vol, 121, p. 853. - 
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purchase of bonds, safety of principal is of extreme importance. 
The opportunity for profit through appreciation in the value of 
an investment bond is not particularly great. On the other 
hand, if the company meets financial reverses, losses may be sub- 
stantial. The additional yield on debentures, therefore, must be 
considered as a premium for the extra risk involved in such issues. 
The natural question is: Does this additional return compen- 
sate for the chances of loss in principal and interest which such 
bonds as a class suffer? It is the writers’ opinion that the pur- 
chase of debentures should be confined to those of the strongest 
companies, and even here one’s holdings should be carefully 
watched. A study of almost any important reorganization will 
show conclusively that the debenture bondholders occupy a po- 
sition inferior to that of the secured bondholder, and that they 
pnerally suffer a reduction in the principal value of their hold- 
ings or are required to take preferred stock in lieu of their con- 
tract claim in the ultimate plan or reorganization. Some cor- 
porations, most frequently in the industrial field, have no funded 
debt other than a debenture issue which is of small size. Such 
an issue, provided that it enjoys proper restrictions against the 
incurring of later debts, may rank extremely high, particularly 
where the history of the company shows conservative financial 
policies. 

Protection of unsecured issues : restriction against new bonds. 
On account of the relatively weak position in which the deben- 
ture bondholder is placed, one frequently finds collateral pro- 
visions in the bond contract or indenture which are designed to 
give added security to the holder of such bonds. Such special 
features aim for the most part to prevent any subsequent weak- 
ening of the debenture bondholders’ present position and are not 
unlike the covenants sometimes found in the indentures of se- 
cured issues.^^ For instance, a clause is frequently inserted to 
the effect that no other bonds may be subsequently issued unless 
the debenture holder is given equal security therewith.^® The 
effect of such a provision is, of course, favorable to the purchaser 
of the bond, in that it prevents the corporation from later mort- 
gaging a part, or all, of its assets to the disadvantage of the de- 

“ As previously indicated, see Chapter 7. 

“New York, New Haven & Hartford Convertible Debenture 6’s, 1948, as well 
as several otlier debenture issues of this road, had such a clause. Thus, when 
it became necessary, in 1922, to put out a large fii'st and refunding issue to 
refund certain goi'omment obligations and bonds then falling due, the old 
debentures ,werc required 1o be equally .secured under this mortgage. 
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benture holder. Weak as the position of the unsecured creditor 
is, it becomes weaker where the corporation’s assets are subse- 
quently mortgaged to new creditors with a prior lien on the prop- 
erties. The added cash obtained from the sale of the new bonds 
may fail to compensate for the lowered position which the de- 
benture holder is required to take in the capital structure of the 
corporation. In theory, provisions such as the preceding are 
sound. In practice, however, their efficacy is sometimes doubt- 
ful. Frequently the corporation undertakes to finance a program 
of permanent improvements by means of current bank loans. 
After this continues for a period, the corporation’s current lia- 
bilities, represented in part by bank loans, become so large that it 
is forced to fund these into an issue of bonds. Usually at such 
times the corporation is forced to bring out a mortgage loan, on 
account of its credit position, and consent of the debenture 
holders is given, not from desire, but from necessity. It some- 
times happens that a corporation gets into financial difficulties, 
for one reason or another, from which it may emerge , if it can se- 
cure additional funds. On account of its then low stage of credit, 
the only means of borrowing lies in a first mortgage issue. 

Maintenance of cash position by restrictions. In some inden- 
tures restrictions are set up against the payment of dividends on 
the corporation’s stock issues, where such payment reduces the 
cash ratio of the company below a certain point.^* A similar 
result may be accomplished by a provision that net current assets 
always be maintained at a certain percentage of the bonds out- 
standing, or that current assets be maintained at a certain ratio 
in respect to current liabilities. The purpose of such a provision 
is to assure the unsecured bondholder that sufficient cash will 
always be available to pay current interest on the bonds, to 
provide for principal at maturity, and to guard against any ill- 
advised expansion by means of bank loans. In so far as such 
covenants prevent the corporation from using cash for dividend 
purposes when such cash should remain in the business, they are 
sound. On the other hand, when earnings decline, or when 
losses appear, it takes more than a mere covenant in an indenture 
to produce net quick assets. For this reason even such pro- 
visions are powerless to protect the debenture holder in times of • 
financial stress. 

“See Jones & Laughlia mortgage in Geratenberg, G. W., MaCeriak oj Corpora- 
tion Finance (New York; Prentice-Hall, Inc, Sth ed., 1924), p, 210, 
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Sinking fund provisions. The inclusion of sinking fund pro- 
visions is another method of strengthening unsecured bonds. 
Where the retirement of an issue on a serial basis is called for. the 
same end is accomplished. In each case the corporation is re- 
quired either to set aside a certain amount of cash out of earnings 
each year for the purpose of building up a sinking fund to retire 
the bonds at maturity, or to retire a certain amount of the bonds 
annually. In this way the equity behind the issue is increased 
regularly. Year by year the issue becomes better secured, either 
■ through a growth in the sinking fund assets or through a reduc- 
tion in the total amount of the issue outstanding. 

Of course, with sinking fund bonds, much will depend on the 
manner in which provision is made for the siiiking fund. It is 
desirable, from the bondholders’ standpoint, that the amount 
paid into the sinking fund be a definite and predetermined sum 
for at least a minimum amount. Additional sums may be made 
contingent upon earnings in order to avoid financial embarrass- 
ment through excessive sinking fund requirements. Where pay- 
ments into the fund are based solely on a percentage of earnings, 
there is no assurance that there will be any accumulation. The 
most common and generally desirable form of sinking fund is the 
purchase fund, which requires that the sums be used as set aside 
to retire the bonds that are being protected. This procedure 
prevents unwise investment or the use of funds for general assets 
of the corporation that will not provide cash for the bondholders 
when needed.^® 

Value of such collateral provisions to bondholder. These are 
the more important collateral features which are frequently 
written into the indenture under which debenture or unsecured 
bonds are issued.^ Although such protective covenants, or 


“See p. 6S5 for treatmeat of, in respect to municipals. 

“A good summary of such restrictions may be found by studying the inden- 
ture under which the VVx per cent bonds of E. I. du Pont de Nemours Co., due 
in 1931, were issued. Briefly the provisions were: (1) The company will not 
place any liens upon any of its property without ratably securing these bonds 
therewith. (2) The company will at all times maintain net current assets equal 
to not less than 150 per cent of the principal amount of bonds then outstanding. 
(3) The company agrees not to pay dividends upon any of its capital stock, 
if thereby the amount of its total current assets shall be reduced to less than 
126 per cent of the company's current liabilities plus the amount of bonds 
outstanding. (4) Certain restrictions are set up against the sale or distribution 
of certain stocks and bonds of the General Motors Securities Co., held by the 
du Pont de Nemours Co. 
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modifications of them, are sometimes found in indentures of 
mortgage, or secured, bonds, they are less common than in those 
of debenture bonds. With regard to the value of these various 
safeguards, opinions differ. Probably the most effective pro- 
visions are those which prevent the issuance of bonds at a sub- 
sequent date with prior claims, or the payment of dividends 
when the cash position of the company is thereby jeopardized. 
It may be said in respect to all such features, however, that they 
fail to reach the real problem. Wlien the management of a 
corporation is unable to produce earnings, assets are dissipated 
and the unsecured bondholders’ position becomes dangerous 
When earnings are satisfactory, the existence of protective fea- 
tures is unnecessary. The investor, therefore, will do better to 
study the prospects and financial condition of the company than 
to rely too much on the various provisions in the indenture of an 
unsecured bond. 

Income or adjustment bonds. Income or adjustment bonds 
are usually issued as a result of financial reorganization and are 
offered to the less advantageously situated security holders and 
creditors of the old company in exchange for their claims. Ad- 
justment or income bonds may be unsecured, but they are often 
secured by a junior lien on certain property of the corporation. 
Even where they are secured in this way, such issues must, 
nevertheless, be considered essentially as bonds secured by credit 
and earnings, for interest thereon is not in the nature of a fixed 
and definite claim but is made contingent upon earnings. 

'I'he Chicago Great Western Railway Company General Mort- 
gage Income 4i/^’s due 2038 furnish an example of this type of 
bond. Interest on these bonds, is cumulative whether or not 
earned up to a total of 13% per cent. The bonds were issued 
m reorganization in partial satisfaction of a previous issue of 
first mortgage bonds. They are secured by a lien subordinate to 
that of the new first mortgage bonds issued at the time of reor- 
ganization. The position of these bonds is best understood by 
noting that their interest claim follows first mortgage interest 
and sinking fund and a “capital fund” charge to meet the need 
for minor asset purchases. 

Another example, drawn from the real estate field, is the Ste- 
vens Hotel Corporation Mortgage Income 6’s of 1956. The in- 
terest on these bonds is noncumulative. Net earnings after 
certain reserves stipulated' in the indenture but before deprecia- 
tion is available for interest and sinking fund on these bonds* 
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The reserve provision permits the use of some earnings for capi- 
tal additions. Unlike most sinking funds, this one is on a parity 
with, rather than subject to, the interest claim. One fifth of the 
“available net earnings” is devoted to sinking fund and four 
fifths to interest until the latter equals 5 per cent in any given 
year. If any further net earnings remain after this point, one 
third of such surplus is devoted to sinking fund and the rest to 
general corporate purposes. The mortgage is on all real estate 
subject only to the prior lien of a first mortgage of not exceeding 
$1,000,000, in the event the directors determine such an addi- 
tional mortgage is necessary and approval is granted by a ma- 
jority of the common stock. Since no such lieu is outstanding, 
these income bonds are a first mortgage, a not unusual situation 
in real estate reorganizations but rare in railroad finance. 

The greatest objection to income bonds arises from the un- 
certainty of interest payments. The determination of net earn- 
ings is partly dependent on accounting practice. Thus, whereas 
gross earnings and direct operating expenses may be determined 
precisely, net earnings are dependent on managerial policies with 
respect to maintenance and sometimes with respect to deprecia- 
tion. Both items involve judgment, and the management, 
generally representing the common stockholders and invariably 
concerned with rebuilding the financial standing of the corpora- 
tion, may find it advantageous to charge heavy depreciation and 
to treat debatable capital items as expense, thus keeping earnings 
down for a considerable period. Such a policy really permits the 
property to be built up at the expense of the bondholder.^'' 

"The Central of Georgia Railway, for example, did precisely this. With 
three issues of income bonds outstanding, the management for years charged 
heavy depreciation and I'irtually rehabilitated the road out of earnings. A.s 
a result, when earning.s were so published a.s to show income available for the 
interest on the bonds, there was sufiBcient also to pay dividends on the stock. 
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There are several t3^es of bonds, or, perhaps better, special 
features sometimes found in the bond contract, which deserve 
more than passing attention. Inasmuch as these special features 
could not logically be treated as though they were particularly 
related to either secured or unsecured issues, it was considered 
advisable to reserve discussion of them until the present chapter. 

Callable bonds. The first feature that will be treated more 
fully at this point pertains to callable bonds.^ The presence of 
this clause may be found in a bond contract for any type of bond. 
Thus we may find a debenture bond, a first mortgage bond, a 
convertible bond, or almost any type of bond with the “call” 
feature incorporated in the indenture under which the bonds 
were issued. The call feature may be described as a clause con- 
tained in the indenture which gives to the issuing corporation 
the right to redeem — that is, to pay off — a portion or all of the 
bonds issued thereunder before maturity. The conditions under 
which this may be done will vary with different bonds, although 
the general features surrounding the call privilege are fairly well 
standardized. The corporation is customarily required to give 
notice to the bondholders of its intention to exercise its right a 
certain number of days in advance of the date on which payment 
is to be made, such notice usually being in the form of advertise- 
ments appearing in specified newspapers. This method of noti- 

*The term “redeemable" bonds is frequently used in describing such a secu- 
rity and conveys the same meaning. Where only a part of an issue of bonds 
is called, and the bonds to be called are drawn by lot, the bond may be called 
a. "drawn” bond. 
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fication is necessary, since it is obviously impossible to notify the 
holders of coupon bonds by mail. Such bonds are transferable 
by delivery, and therefore no information as to the owners ap- 
pears on the books of the corporation. In most cases the call 
privilege may be exercised at certain specified times only, usually 
at interest dates. The corporation is generally required to pay 
somewhat more than par if it elects to call its bonds; that is, 
bonds are callable, not at par, but at a figure slightly in excess of 
par. The amount of this premium will naturally vary according 
to the circumstances involved, but does not generally exceed 5 
per cent of the par value of the bond. A typical example of the 
manner in which such provisions are often stated may be found 
in the Jones & Laughlin mortgage, which reads as follows:^ 

In case the Company shall desire to exercise such rights to redeem and to 
pay off such entire issue of bonds, it shall advertise in two daily newspapers 
of general circulation, one published in the Borough of Manhattan in the 
City of New York and one published in the City of Chicago, Illinois, at least 
once a week for four successive weeks (the first publication to be not less 
than thirty days, and not naore than forty days, before the date of redemption 
specified in such notice), stating that the Company has elected to redeem 
and pay oft all of the bonds, and that on such interest payment date there 
will become and be due and payable upon each of said bonds at the financial 
agency of the Company in the Borough of Manhattan in the City of New 
York the principal thereof, together with the premium as aforesaid and ac- 
crued interest to such date. A similar notice shall be sent by the Company 
through the mails postage prepaid at least thirty days prior to such redemp- 
tion date to the registered holders of bonds whose addresses shall appear upon 
the transfer register. 

Advantages to corporation of callable bonds. From the cor- 
poration’s standpoint, the right to redeem or call all or part of an 
issue of bonds has several advantages. Consider first a corpora- 
tion which has hi its bond contract a provision requiring the 
setting aside annually of a certain sum of money in a sinking 
fund for the purpose of retiring its bonds at maturity. The 
proper investment of such a fund naturally creates a problem. 
It is generally agreed, however, that no better investment for 
sinking fund purposes could possibly be found than the bonds 
of the corporation itself. And, where the right to redeem or 
call its bonds at a definite price is given to the corporation, an 
adequate ‘supply of such bonds for the fund is automatically 
created. Another corporation to which the call feature proves 
an advantage is one which originally started in a modest way 


’’ Gerstenberg, C. W., Materials of Corporation Finance (New York; Prentioe- 
Hall, Ine., 5th ed., 1924), p. 222. 
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and at some time in its development put out a closed issue of 
first mortgage bonds with an after-acquired clause in the bond 
indenture. We have already seen that the effect of such a clause 
is to cause all subsequent additions to the property account to 
be included under the senior mortgage. Such a corporation is 
obviously at a disadvantage if it desires, at a subsequent date, 
to do further borrowing. It cannot give another first mortgage, 
even though from the standpoint of values the property would 
warrant this procedure. Additional borrowing, therefore, must 
be undertaken on the basis of junior or debenture issues, which 
require higher interest rates and consequently heavier fixed 
charges. If the underlying issue of bonds is callable, the cor- 
poration is able to retire it and to engage in a more comprehen- 
sive financial program. Where a corporation consists of a num- 
ber of consolidated properties, or where its growth has resulted 
in a number of different issues of bonds, and consequently, a 
complex capital structure, the presence of the call feature in its 
bond contracts enables it to effect greater simplicity by calling 
its outstanding bonds and issuing one consolidated issue. 

As a rule, however, the essential gain to the corporation from 
the call feature lies in the reduction or elimination of fixed 
charges which may result from calling the bonds. Immediately 
after the war, for example, corporations of the highest grade 
were unable to borrow money at less than 6% or 7 per cent, re- 
gardless of the type of security they might offer. Such a situa- 
tion was almost sure to be temporary, yet it put the corporation 
which had to borrow, either for expansion or refunding purposes, 
in a difficult position. It is true that a corporation of this kind 
might have borrowed by issuing short-term notes with a high 
coupon rate of interest; but such action would result in an in- 
flexible maturity date m the near future, which might require 
further financing on disadvantageous terms and with additional 
banking fees. A better solution for conditions of this nature lies 
in the issue of bonds with a high coupon rate, with the right re- 
served to the corporation to redeem all or part of the issue on 
the terms customarily worked out in the indenture under which 
callable bonds are issued. 

The same situation may at any time present itself to a new 
corporation, or one whose credit is not at the moment high 
enough to permit borrowing on advantageous terms. Such a 
corporation must pay high rates for the money it obtains. Yet, 
as it becomes better established, its credit position improves. 
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As this process goes on, a time will come when it is able to borrow 
at much lower rates of interest. At such a time it is highly ad- 
vantageous to the corporation if it can retire its high-rate coupon 
bonds with funds secured from the sale of new bonds bearing a 
low rate of interest, for in this way a substantial saving in fixed 
charges will result. 

The callable feature and the investor; the call premium. 
From the investor’s standpoint, however, the callable feature 
cannot generally be said to offer very many attract iojis. prin- 
cipally because the corporation chooses to exercise its right to 
call either when interest rates are low and bond prices are cor- 
respondingly high, or after the corporation’s credit has been so 
firmly established that the investor would prefer to keep his 
original, well-paying investment. In either case the investor 
normally prefers to have the bond, which by that time is show- 
ing an attractive yield on his original investment, rather than 
the funds. In other words the exercise of the call feature by 
the corporation always creates a problem of reinvestment.'^ It 
is true that the bondholder is partly compensated for this situa- 
tion when the call price is above the par value of the bond. In 
such cases the investor will receive a profit or premium above 
the cost of the bonds. This premium is generally so small, how- 
ever, that it does not recompense the investor for the loss in 
time and interest which he usually experiences in the reinvest- 
ment process. This disadvantage may be illustrated by a specific 
instance. 

Result with low call premium: Detroit Edison 8’s, 1931. On 
January 10, 1925, the Detroit Edison Company called its 8 per 
cent convertible gold debentures due in 1931, at 103. These 
bonds were originally sold in 1921 at a price of 100. One might 
draw the conclusion that the difference between the original 
price, par, and 103, or |30 per 11,000 bond, would have con- 
stituted a sufficient cash reward for having the bonds called in 
1925. Yet it must be considered that the average investor at 
that time was primarily interested in keeping his principal 
working, and that these bonds were yielding him, even at 103, a 
return of 7.35 per cent. In January, 1925, he could not have 
purchased an issue of equal merit to yield over 5.5 per cent. He 

“The real effect of callable bonds on the investor, and a comparison of this 
type of bond with convertible issues, are clearly set forth in an article by 
Smith, Edgar L., “Speculation and Investment," in the AUantic Monthly, Octo- 
ber, 1925, p. 542 ff. 
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thus lost the equivalent of 1.85 jjer cent per annum on his prin- 
cipal for the period from 1925 to 1931. His gain, in this case 
measured by the $30 in premium, evidently failed to offset the 
loss he suffered through a reduction in current income.^ He 
would have made more in the long run had the bonds not been 
paid until maturity and had he received the 8 per cent current 
income for the next six years, instead of, say, 103 x 5.5, or $56.66 
per $1,000 of old bonds that were called. 

Result with high call premium: Goodyear Tire & Rubber 8’s, 
1931. There are instances, on the other hand, where the call 
price is set so high that it has a real value to the investor. The 
Goodyear Tiro & Rubber Company, when reorganized in 1921, 
was unable to offer the highest type of security to the investor, 
because of its then low state of credit. In order, therefore, to 
attract funds, it was compelled to incorporate especially attrac- 
tive terms in respect to the securities it offered to the public. 
Thus we find the company issuing first mortgage sinking fund 
bonds, with provisions that $750,000 par value of bonds be retired 
semiannually, beginning with November 1, 1921, by drawing by 
lot, at 120 and interest, a rate that provided for retiring the en- 
tire issue by maturity at a premium of 20 per cent. The strong 
contract security behind these bonds, the high premium at 
which they were callable, and the possibility attaching to a given 
bond that it might enjoy an early call made them an attractive 
investment at the time they were originally offered, despite the 
then relatively low state of the company's credit.® 

Changing premium rates. Although we have assumed that 
the price at which the' bonds of a corporation may be called is a 
definite and fixed figure, it is nevertheless true that this premium 
may be made to vary in accordance with the length of time the 
bond runs before maturity. The contract of the Cleveland Elec- 


‘We shall not enter here into a mathematical discussion of all the facts in- 
volved in cases of this kind, for the matter is necessarily complicated. A precise 
estimate as to what extent the investor gwns or loses through having his bonds 
called would involve consideration of the original purchase price, the length 
of time the bonds have already run, the time of maturity, and the rate of return 
the investor can get through reinvestment of his principal. 

'Comparing this situation with the Detroit Edison Company’s Convertible 
8’s we find that at the call price 103, the latter yielded 7.35 per cent at the 
time of call, whereas, on May 1, 1925, the yield for Goodyear 8’s at 120, the 
call price, was less than 6 per cent. The high premium received by the original 
purchaser of Goodyear bonds was almost all gain, for at 120 the current yield 
could easily have been duplicated through the purchase of similar-grade bonds 
in the market. 
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trie Illuminating First Mortgage Gold 3’s. due in 1970, which 
may be taken for illustrative purposes, provides for redemption 
of the issue in whole or in part by lot, at the company’s option, at 
1081/^ on or before June 30, 1941; at a price decreasing of 1 
per cent on July 1, 1941, and at a further like reduction in pre- 
mium yearly thereafter through 1962; a further decrease of % 
of 1 per cent on July 1, 1963, and an additional like reduction in 
premium yearly thereafter through 1968, and at par thereafter. 
The logic of this provision is seen when one considers that 
the amount of the premium is of increasing significance as the 
bond approaches maturity. For example, it would be out of the 
question for the company to call the issue at lOZVa only a 5’'ear, 
say, or even two years, before maturity. Instead of paying such 
a premium for so short a time, the company wnuld find it more 
advantageous to wait until the bonds matured. Likewise, the 
gain to the investor would be correspondingly large. He would 
be handsomely paid for having his bonds retired only a short 
time before they would normally mature. Mathematically, 
there is a rate at which the premium should be decreased as 
maturity is approached, in order to maintain it at an equal value 
to the investor and to make the terms of equal burden to the 
corporation. This is approximated by the % of 1 per cent an- 
nu^ decrease employed during the greater part of the life of 
the bond just discussed. 

Right to call all or part of issue. Generally the corporation 
retains the right to call the 'jphole or any part of a given issue. 
Sometimes, however, the redemption right is restricted to the 
entire issue or to a limited portion of it. Thus the Bethlehem 
Steel Corporation Consolidated Mortgage Sinking Fund 
Series H, are callable only as a whole or in part in amounts of 
not less than $5,000,000 (except for sinking fund) at any time 
on 30 days’ notice. In still other cases the issue must be called 
in its entirety or not at all. Westinghouse Electric & Manufac- 
turing Company Gold 7’s, due in 1931, were callable only as a 
whole on May 1, 1926, or at any subsequent interest date, at a 
premium equal to % of 1 per cent for every six months interven- 
ing between redemption date and maturity. This issue has since 
been called in its entirety. Such a contract has a slight advan- 
tage to the holder in that it lessens somewhat the chances of the 
bond being called. A corporation may feel less inclined, or be 
less able, to provide funds for calling a whole issue than for 
calling only a part of it. 



194 S{>ECIAL TYPES OF BONDS 

The call feature and price fluctuations. There is another 
aspect to the call feature as part of the bond contract which is 
closely tied up with the economic problems arising from changes 
in the price level and their effect on borrowers and creditors. 
Perhaps the greatest risk which the purchaser of high-grade 
bonds takes at any time arises from changes in the purchasing- 
power of the dollar. In current market terminology the pur- 
chaser of bonds goes long of dollars and short of the cost of liv- 
ing. His purchase of bonds assumes the payment of a specific 
number of present dollars in return for the promise of a certain 
munber of future dollars. As against this transaction, however, 
one must consider the requirements of the investor, during the 
life of the bond and at its maturity, in terms of goods. The 
only use that dollars can possibly have comes from their com- 
mand over goods. If, during the life of the bond, dollars shrink 
in purchasing power, the purchaser of the bond, or the payee, 
loses. Similarly, if the purchasing power of the dollar increases, 
(he corporation loses. The call feature offers a hedge to the 
corporation, in that it permits the corporation to pay off its ob- 
ligation in full when the purchasing power of money is rising or 
when interest rates are low. Similarly, this feature creates a 
further hazard for the purchaser. In the past, a protracted fall 
in the price level has always been accompanied by a reduction in 
the general level of interest rates. It is during such periods 
that the holder of a bond purchased at the beginning of the 
cycle stands to gain the most. His gain is twofold: not only 
does the purchasing power of the money he receives under his 
contract increase, bu-f. the yield on his original investment con- 
tinues to become increasingly favorable as compared with the 
possible yield on current commitments. The corporation, how- 
ever, realizing its position in such a turn of affairs, often reserves 
the right to pay off the issue at a slight premium and thus to 
terminate a contract which threatens to become less and less 
favorable under such conditions. This, however, prevents the 
purchaser or the investor from profiting during the period when 
conditions are in his favor. 

On the other hand, one rarely finds any provision that en- 
ables the investor to terminate his part of the contract when 
conditions are reversed. Periods of rising prices and rising 
interest rates generally occur simultaneously. During such a 
period the holder of bonds purchased at the beginning of the 
movement suffers. His dollar contract becomes less and less 



SPECIAL TYPES OF BONDS 


195 


favorable and he is committed to a low yield at a time when 
opportunities are available for more profitable investment. The 
presence of a convertible feature, whereby the bondholder is 
given the right to convert into the common stock of the com- 
pany, would be especially favorable at such times, but this type 
of contract is found among few bonds.® In practice, therefore, 
it often happens that the purchaser of bonds accepts a position 
whereby he is always compelled to suffer from changes in the 
price level and has no opportunity for profit. Exercise of the 
call privilege by the corporation prevents the bondholder from 
gaining when the cycle of interest rates and prices is moving in 
his favor, and no corresponding rights are given the bondholder 
to terminate his contract when the cycle moves against him.’' 

Necessity for prompt presentation of bond when called for. 
It is very important for the holder of callable bonds to present 
his bonds for payment immediately after they have been called, 
as interest ceases to run on the bond after the date (usually the 
next interest date) when the corporation offers to redeem it. 
Eroin that time on, the corporation assumes no obligations to 
pay the coupons of such bonds, although it does recognize the 
obligation to pay the principal sum, even if the bond is presented 
long after the call date. It frequently happens that the inex- 
perienced investor neglects to present his bonds for redemption, 
possibly failing to have observed the printed notice. He clips 
his next coupons as usual and presents them for payment, only 
to have them returned unpaid. He has thus lost interest for the 
entire period between the two interest dates.® One advantage 
of the registered bond is the certainty of notification in the event 
of a call. When notification of the call is made through a news- 
paper, it may be overlooked. 

Convertible bonds. Convertible bonds are issued with a 
somewhat different purpose in mind than are callable bonds. 
Here the aim is to give the bondholder all the security that goes 
with a bond, together with the possibility of participating in the 


“Seep. 196. 

'Por a full discussion of the economic aspects of the call and convertible fea- 
tures of bond contracts, see Smith, Edgar L., “Speculation and Investment,” 
Atlantic Monthly, October, 1926, p. 542 ff. 

‘It is tustomary practice for up-to-date bond houses to keep a record of the 
holdings of their clients and to notify them in the event that, any of their bonds 
are called. Furthermore, it is becoming common practice for the paying agent 
to return to the bondholder the last coupon payable, and to give notice of the 
redemption, if the coupon is not accompanied by the bond. 
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future success of the company. Thus the holder of a convertible 
bond is given the option of converting his bond into the stock 
of the corporation at a specified ratio and after some stated time. 

The economic significance of the convertible feature is impor- 
tant. As a practical matter, it is designed primarily to give the 
bondholder the privilege of sharing in the ultimate prosperity 
of the company, while according him the protection arising from 
a contractual obligation in the early stages of the company’s 
growth. In theory, however, the convertible feature acts as a 
hedge against unfavorable changes in the price level. Under 
normal conditions a rise in prices adversely affects bondholders 
and is favorable to business corporations. If the bonds of a 
corporation may be coirverted into its common stock on terms 
that are not too onerous, it is apparent that the bondholder may 
escape the adverse effects of rising prices by converting his fixed 
income obligations into stock which shares in the corporation’s 
assets and earning power. The effect here is quite the reverse 
of that caused by the introduction of the call feature, which 
usually operates in favor of the corporation and against the 
bondholder. It is unfortunate for the investor that the con- 
vertible feature is so uncommon and that those corporations 
which issue convertible bonds do so largely because of necessity. 
Either their credit position is not sufficiently favorable to per- 
mit them to borrow on favorable terms without the inclusion 
of special features in the bond contract, or else .their capital 
structure is so arranged that any new securities issued must ac- 
cept a subordinate position in relation to assets and earnings 
and hence require such special features to stimulate their sale. 
Rarely does it become necessary for strong corporations to offer 
the conversion privilege, in order to dispose of their bonds on 
favorable terms, except during periods of extreme financial 
stress. Examples of this latter use are the American Telephone 
and Telegraph Co. Convertible Debenture 4%’s, due 1939, issued 
in 1929, and the Atchison, Topeka, and Santa Fe Ry. Co. Con- 
vertible 4‘14’s, due 1948, issued in 1928. 

The conversion contract. The contract in which the con- 
version privilege is set forth gives in considerable detail the con- 
ditions under which conversion may be made. Among the more 
important points covered in this connection are the manner in 
which the bonds to be converted should be surrendered, the times, 
at which conversion may be made, the limits, if any, to the 
period during which the privilege may be exercised, the securi- 
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ties into which conversion may be made (bonds are generally 
convertible into either preferred or common stock), and the ratio 
of exchange — ^that is, the number of shares of stock which may 
be obtained for a given amount of par value of bonds. It is 
perhaps more simple to think of the conversion ratio as the price 
paid for the stock m terms of bonds, always considering the 
bonds to be worth par. Should the bonds be convertible into 
the common stock of the company at 80, this would mean that 
$1,000 par value of bonds would purchase the same number of 
shares of stock as $1,000 would if the market price of the stock 
were 80; that is 1,000 ^ 80, or 12% shares of stock. If the stock 
had been convertible at 150, the number of shares of stock which 
a $1,000 bond would bring would be only 1,000 -h 160, or 6%. It 
is apparent that the price at which the stock into which the bond 
is convertible is sellmg on the market will determine how prof- 
itable the contract is at any particular time. This matter is 
explained in more detail below. 

Type 6f security into which bonds are convertible. In most 
instances the security into which the bond may be converted is 
usually the common stock, occasionally the preferred stock of 
the company. It is apparent, however, that the right to con- 
vert into preferred stock carries only limited benefits to the bond- 
holder, unless the preferred stock is participating; for ordinary 
preferred stock is closely akin to bonds, in that the return is 
limited to a stated dividend rate. The conversion privilege thus 
accords the bondholder in such cases the right to receive a some- 
what higher current income, which is, however, derived from a 
security with considerably more risk than ordinarily exists in 
respect to bonds. When the conversion privilege extends to 
common stock, on the other hand, the bondholder is invited to 
participate without limit in the future prosperity of the com- 
pany. 

Simple type of convertible bond, A considerable number of 
convertible issues is available for illustrative purposes.® We 
shall, however, confine our present selections to a few representa- 
tive issues which emphasize the more important aspects of con- 
vertibility. New York Central Railroad Company Convertible 
3%’s of 1952 illustrate the simplest type of convertible bond. 
These bonds may be converted at any time up to and including 

°A convenient list of all the more important convertible issues is compiled 
in the investment services of Moody’s Investors Service, Poor’s Publishing Co., 
and Standard Statistics Co. 
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April 30, 1947 (or if called for redemption at an earlier date, up 
to and including such redemption date), into the common stock 
of the company at the rate of $60 of bonds for each share of stock. 
Bondholders are entitled to accrued interest up to the date of 
conversion. 

Anaconda Copper, Convertible 7’s : varying ratios. In other 
cases the conversion ratio varies either in relation to the number 
of bonds offered for conversion or as the bond approaches ma- 
turity. The conversion privilege attaching to Anaconda Cop- 
per Convertible Gold 7’s gave the bondholders the right to con- 
vert at any time prior to February 1, 1933, on the following 
basiui the first $10,000,000 of debentures presented for conversion 
to be converted at $53 a share the next $10,000,000, at a price 
of $56 per share; the next $10,000,000, at $59 a share; the next 
$10,000,000, at $62 a share; and the last $10,000,000, at $65 a 
share. Provision was further made, in this case, for an adjust- 
ment of these conversion prices in the event of stock dividends 
or any change in the par value of the stock. 

Change of conversion ratio, as maturity approaches ; Chesa- 
peake & Ohio Convertible 5’s. Another type of conversion 
privilege was found in the Chesapeake & Ohio Ry. Convertible 
30-Year Secured 5’s, due in 1946. These bonds were convertible 
into common stock at 75 until April 1, 1920, at 80 from 1920 to 
1923, at 90 from 1923 to 1926, and at par from April 1, 1926, to 
April 1, 1936. On February 19, 1925, the stock averaged to sell 
at 118%. It is at once apparent that the conversion feature 
had already operated to raise the value of the bonds over their 
normal, or yield, value. At that time, high-grade railroad bonds 
were selling to yield about 5 per cent. Thus, without the con- 
version feature, these bonds would not, in such a market, have 
sold at a price very far from par. As a result of .the conversion 
privilege one would expect the bonds at that time to have sold 

at 131.53, that is, The bonds actually sold at 131.25. 

The difference between the actual price and the conversion or 
computed price is negligible, and may be explained in part by 
the necessity for taking average prices for the day as compared 
with the actual price at a given instant. Furthermore, the time 

“ This means that $63 par value of bonds is required to get one share of stock, 
par 50. A $1,000 bond may .thus be converted into 18.868 shares of stock. It is 
apparent that conversion would become profitable only after the stock approaches 
or exceeds $63 a share. This is no longer outstau^g,^ 



SPECIAL TYPES OF BONDS 199 

element and the question of a selling or a buying commission 
will at all times permit a slight spread between the actual and 
the theoretical price of convertible bonds. 

WTiere the conversion ratio changes as the bond nears matu- 
rity, the value of the privilege to the bondholder is reduced some- 
what as compared with the value of the bond in which the ratio 
remains unchanged. In general, if the price ratio is automati- 
cally raised as the bonds approach maturity, the market price 
of the stock must increase at a more rapid rate, in order to make 
conversion profitable, than would be necessary if tlie ratio of 
conversion were not raised throughout the life of the bond. 

When conversion is profitable. In a discussion of the piofits 
of conversion, a distinction must be drawn between the condi- 
tions which make the privilege profitable and those which make 
for actual conversion. A possible profit exists whenever a rising 
market price lifts the price of a convertible bond above its initial 
purchase price. Conversion is unnecessary for the realization 
of this profit, which can be obtained by merely selling the bond. 
Some purchasers might always adopt this course in taking profits, 
either because they dislike the particular stock as an investment 
or because they are prevented from acquiring stocks, as in the 
case of commercial banks. The act of conversion should nol be 
too closely' associated with profit realization. Three situations 
make conversion desirable: 

1. When the dividends (or other valuable rights) from the 
stock are sufficiently greater than the interest paid to the owner 
of the convertible bond to compensate for the greater risk, and 
the stock can be acquired more cheaply by conversion than by 
a sale of the bond and by purchase of the stock in the open 
market. Thus, if a given bond were convertible, par for par, 
into stock and paid six per cent interest, while the stock paid 
five per cent, it would hardly be profitable to convert, although 
the stock might have risen well above par on earnings or earnings 
prospects. If the stock rose to 130, the bond should also sell for 
at least that figure, or substantially so; otherwise arbitragers, 
as suggested below, could make a profit by acquiring bonds anc 
converting them into stock with a greater market value. It 
should be noted that, even if, in the opinion of the bondholder, 
this situation were ripe for conversion because of the greater in- 
come from dividends, he will, if he is alert, only convert when 
the market prices mahe conversion the cheaper way of acquiring 
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stock. If the bonds should sell for 135 and the stock for 130, in 
the above ease, it would be cheaper to acquire the stock by sell- 
ing the bonds and buying the stock with the resultant cash, than 
to convert.^^ 

2. Another situation in which conversion is indicated, even 
though income is not advantageously increased, is that in which 
the bond with this privilege is about to suffer a loss of value 
either through; (a) expiration of the right; or (b) a change in 
the conversion ratio to a less attractive basis. Thus, in 1925, 
the New York Central Railroad Co. Convertible Debenture 6’s, 
due 1935, convertible at the rate of $105 par of bonds for $100 
par of stock, were converted into stock because the privilege ex- 
pired May 1, 1925. Up to that time, the 7 per cent dividend 
on the stock had not been sufficient to cause the conversion of 
the bulk of the bonds. 

At other times when a bond with a changing conversion ratio 
approaches the time when the change is about to occur, the 
holder may find it necessary to convert in order to avoid a loss 
in the value of his holdings.^" Thus, a certain bond, currently 
convertible into 28 shares of common stock for each $1,000 of 
par value, might be approaching the time when the conversion 
ratio would fall to 25 shares. Suppose the stock were selling at 
$50 per share, although paying either no dividend or a nominal 
one, so that increased income would not provide a motive for 
conversion. But at a price of 50, 28 shares, and therefore a 
$1,000 bond, are worth $1,400, which figure would fall to $1,260 
when the conversion ratio falls to 25 shares. Failure to convert 
would mean losing just so much of the value of the privilege.^® 

Sometimes bonds sell for more than either the interest they pay or the mar- 
ket value of the stock into which they can be converted would appear to justify. 
A possible explanation may lie either in; (1) the desire to speculate of some who 
are barred from stocks by legal restrictions that force them into the bond mar- 
ket, thereby pushing bonds to an unnaturally high price; or (2) a preference 
for speculation in bonds because their loss possibilities through market decline 
are less than those of stocks. 

“ This change in the conversion ratio may result from a provision that, changes 
the ratio when a certain amount of the issue has been converted, or when a 
certain date has passed. The first type of changing ratio is illustrated by the 
Anaconda Copper Convertible 7’s, mentioned above, and the Dodge issue, men- 
tioned in the next footnote; the second type, by the Chesapeake & Ohio Ry. 
Convertible Secured 5’s of 1946, mentioned above, and by the American Tele- 
phone & Telegraph iWs of 1939, which were convertible at $180 per share in 
1930, $190 during 1931 and 1932, and $200 from 1933 to 1937, inclusive, with a 
provision protecting against dilution, as in the ca.se of stock rights. 

“The student may be interested in this connection in reviewing the Dodge 
financing. (See Commercial and Financial Chronicle. Vol. 120, p. 1885.) The 
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3. A third situation calling for conversion arises whenever, 
through inadvertence, the market price of a convertible bond 
falls below the price justified by the market price of the stock 
into which it is convertible. Such a situation would necessarily 
be temporary, for arbitragers would hasten to bid for the under- 
valued bonds in order to convert and sell the resulting stock for 
the profit. This condition is rare, a,s it can only occur when 
owners of bonds, desiring to sell, ovei’look the opportunity for a 
better price by exercising their conversion privilege and then 
selling the stock. 

Conversion with callable feature. The presence of a callable 
clause in a convertible bond likewise lessens its value. In the 
contract of the Chesapeake & Ohio bonds referred to above, for 
example, there was a clause giving the company the right to call 
the issue as a whole at 105, on or before April 1. 1929, and there- 
after at par, upon 60 days’ notice. It is true that the company, 
in the event that the call privilege was exercised, was required to 
give the holder 60 days’ notice, thus allowing him time in which 
to convert if he so desired. While this situation afforded the 
bondholder some protection, it did not, on the other hand, pre- 
vent the company from taking away the conversion privilege 


15-year convertible debentures issued at the time the company was refinanced 
in 1926 were offered originally at 99 and interest. The convertible features of 
this issue may be summarized as follows: “Debentures to a total face value of 
830,000,000 (total issue, §75,000,000) will be convertible, at the option of the 
holder, into common stock, class ‘A.’ In making conversion, debentures shall be 
valued at face value and stock at $30 per share until a total of $5,000,000 of deben- 
tures shall have been converted. The conversion value per share of stock for each 
succeeding $6,000,000 of debentures converted thereafter shall be as follows: 
$35, $40, $50, $60, and $70, re.spectively.” The holder of debenture.s would make 
a profit if the stock should cross $30. In order to benefit by the low conver- 
sion price of 30, however, the bondholder would have to be among the first to 
convert, as only $5,000,000 of debentures were convertible at $30. On Septem- 
ber 12 it was announced that the first $5,000,000 of debentures had been pre- 
sented for conversion. {Chronicle, Vol. 121, p. 1351.) Dp to this time the stock 
had sold as high as 31, although averaging to sell somewhat under 30. By Octo- 
ber 10 it appears that $10,000,000 more debentures had been converted {Chron- 
icle, Vol. 121, p. 1794), the last $5,000,000 of which were converted at 40. The 
highest price at which the stock had sold up to this time was 40%. It is appar- 
ent that the desire to be included in the “next” $5,000,000 group would at any 
time urge the bondholder to convert some of his stock before it actually sold at 
the conversion point, although not if it were selling substantially below it. Such 
conversion operations anticipate a subsequent appreciation in the price of the 
stock to a point above the conversion price. The preceding discussion assumes 
that the bonds did not fluctuate very far from 100. The price range for the 
entire period the bonds were outstanding, from the time of issue to October 10, 
was 94 to 100. 
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entirely by calling the issue at 105 and accrued interest on Oc- 
tober 1, 1926, thus taking away further benefits which might 
have accrued from a subsequent rise in the price of the stock. 

Bonds with detachable purchase warrants. Another method 
by which the bondholder may be given a call on the stock of a 
company and thereby be allowed to participate in its future 
growth is through the use of purchase warrants attached to the 
bond. Thus the original purchaser of a $1,000, Sinking Fund 
Gold 8 per cent bond of the Pathe Exchange, Inc., in 1921, re- 
ceived also a detachable warrant entitling the holder to purchase 
at any time befoiA the close of business on September 1, 1931, 40 
shares of Class A common stock at $25 per share. This right 
had slight value at the time the bonds were put out, since the 
stock was then selling below $25 per share.^^ The writer recalls 
the expression of surprise that came over the face of an elderly 
lady who came to his office one day in August. 1926, and, upon 
inquiring whether a certain piece of paper which she handed to 
him was worth anything, learned its real value. An examination 
had proved the document to be a detachable warrant entitling 
the holder to purchase 40 shares of Class A stock of Pathe, Inc., 
at $25 a share. The market quotation for the stock at that time 
was $80 per slrare. Her warrant was worth approximately 
$ 2 , 200 . 

The value of purchase warrants depends, therefore, bn the 
future prospects for an advance in the value of the stock of the 
issuing company. A corporation generally issues such bonds 
only when its credit is not especially high. At such times addi- 
tional attractions must be given to prospective investors, if they 
are to be induced to purchase the bonds of the company at a 
price at all satisfactory to the issuing corporation. The specu- 
lative value attaching to the warrants is used as a means of 
“sweetening” an otherwise risky investment, for if, and when, 
the stock advances to a point above the price at which new stock 
can be purchased from the company, the detachable warrant has 
a value. The holder of the bond may obtain this profit eitlier by 
buying shares of stock from the company or by selling his war- 
rant (which is usually transferable) on the market. The non- 

“Note that even before the stock reaches the subscription, price stipulated 
in the warrant, the instrument has some speculative value as an option or 
call on the stock. In the same way a conversion privilege can have market 
value even if the stock into which the bond is convertible has so low a price 
as to make immediate convemon unattractive. 
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detachable warrant is generally somewhat less valuable than the 
type which can be separated, partly because its nondetachability 
prevents a separate evaluation of it by the speculative type of 
buyer who would value it most highly and does not wish to make 
a heavy commitment in bonds; and partly because its life is 
more likely to be terminated by the redemption of the bond. 

Stabilized bonds. Our discussion of special types of bonds 
would be incomplete if we failed to devote some attention to an 
innovation in bond financing knowm as the stabilized bond. The 
first important use of this type of bond w'as made in 1925 by the 
Rand Kardex Company.^"’ The attention which we devote to 
this type of bond is warranted not so much on account of its 
relative importance among corporate issues, as on account of the 
novel ideas incorporated therein. In our discussion of this bond, 
therefore, we shall attempt to reiterate some of the more impor- 
tant influences which affect the position of bondholders as a 
class. We refer here to those influences w'hich result from 
changes in the price level and which affect the bondholder quite 
independently of the changes in the financial position of any 
given company. 

The student of economics is familiar with the wide fluctuations 
which occurred in the purchasing power of the dollar from 1865 
to date. If the 1913 dollar is used as a base and regarded as 
worth 100 cents, the average of wholesale commodity prices was 
such that in 1865 this dollar would have been worth 40 cents, 
the result of the peak inflation of prices at the end of the Civil 
War. After 1865, a long period of declining prices brought the 
purchasing power of the dollar up to 150 cents in 1896; then it 
fell slowly until the World War, but rapidly as war inflation 
boosted American prices, until at the peak in 1920 it was worth 
about 40 cents. During most of the following decade, the dollar 
averaged in the neighborhood of 60 cents but rose during the 
depression to about 80 cents, after which the movement was re- 
versed. These relative values are based upon purchasing power 
as measured by the wholesale commodity price indexes of the 
United States Bureau of Labor Statistics. It is suggested that 
those who prefer to think in terms of the cost of living, which 

“This bond is fully described in an article appearing in the Annalist, Novem- 
ber 13, 1925, written by Professor Irving Fisher, of Yale University. Profe.ssor 
Fialrer is a strong advocate of a stabilized dollar. See Fisher. Irving, Stabiligmg 
the Dollar (New York; The Macmillan Co., 1920) ; and “Our Unstable Dollar and 
the So-Called Business Cycle,” Journal oi the American Statistical Association, 
June, 1925, p. 179 ff. 
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fluctuates somewhat more slowly, consult the indexes published 
by the same bureau and by the National Industrial Conference 
Board of New York City. The average index numbers as pre- 
pared by the former organization are shown for selected years, 
as follows: 

COST OP LIVING INDEX NUMBERS FOR DECEMBER 
OF EACH YEAR* 

(Average 1935-1939 = 100) 

1925 128 

1929 123 

1930 116 

1932 94 

1935 94 

* United States Bureau of Labor Statistics 

The bondholder, as wc see, is paid in dollars, which vary widely 
fronr year to year in purchasing power. The essential aim of 
the stabilized bond is to eliminate the risks arising from this 
situation. 

Rand Kardex Stabilized 7’s. No better description of the 
manner in which the Rand Kardex Company expected to elimi- 
nate investment losses resulting from fluctuations in price levels 
can be given than that appearing in the bond contract under 
which these bonds were issued. Here we find the following 
pertinent agreements made with the purchaser of the bond : 

The Rand Kardex Company, for value received, hereby promises to pay 
the registered holder hereof on the first day of July, 1055 (place of payment) , 
such sum of money as shall possess the present purchasing power of one 
thousand dollars ($1,000) with interest thereon at the rate of 7 per cent per 
annum, payable quarterly (dates), in such sums as shall, at the respective 
times of payment, equal in purchasing power one and seventy-five one hun- 
dredths per cent (1.75%) of said purchasing power of one thousand dollars 
($1,000), all to be based upon an index number of the prices of commodities 
defined and fixed in accordance with the amplified statement below. . . . 

The index number of the prices and commodities employed hereunder shall 
be the well-known index number of wholesale prices of the United States 
Bureau of Labor Statistics as published each month, subject to such modi- 
fications, amplifications, and changes of method in making and computing 
the same as shall, or may, be made by said bureau from time to time. 

If as of any date, the index number of the prices of commodities shall re- 
main at approximately the present level, that is to say, if it does not rise or 
fall as much as one-tenth part of the level fixed as of July 1, 1925, i.e., 157.5, 
then the amount to be paid as principal shall be one thousand dollars 
($1,000) ; and the amount to he paid as interest on any quarterly interest 
date shall be seventeen dollars and fifty cents ($17.50) , 

In case the index number as of any due date shall be found to be more or 


1936 100 

1937 103 

1938 100 

1939 100 


1913 72 

1916 73 

1917 98 

1920 138 

1922 120 
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less than that fixed for July 1, 1925, by as mucdi as one-tenth part of said 
index number of July 1, 1925, then, for every full one-tenth rise or fall of said 
index number, there shall be added or subtraeted, respectively, one-tenth 
of the payment then due, said one-tenth being SI. 75 for any quarterly pay- 
ment of interest and SlOO for the principal sum. 

The preceding description does not cover the entire bond con- 
tract. but reproduces those parts which have an essential bearing 
on the methods to be employed in computing the amount of in- 
terest due at any interest date and the amount of principal due 
at maturity. Unquestionably this type of bond has many ad- 
vantages, but it is doubtful whether it will play an important 
part in American finance in the immediate future. The uncer- 
tainty as to what the fixed obligations of the issuing company 
will be in any year, and especially the uncertainty as to what 
principal payment it will have to make at maturity, will probably 
deter corporations from issuing such bonds. However, it should 
be noted that industrial profits tend to vary with the price level, 
so that the corporation might be better able to pay on such a 
bond than under the present rigid contract. Another objection 
lies in the great extent to which the market for high-grade bonds 
is composed of life insurance companies and savings and com- 
mercial banks that are more concerned with meeting fixed dollar 
liabilities than with possessing constant purchasing power. 
Even individuals for whom buying power is all-important are 
likely to feel that “a dollar is a dollar” and be suspicious of this 
novelty. However, the stabilized bond might well receive more 
attention, in view of the departure of the United States from 
its former gold standard, the increased fears of monetary insta- 
bility, and the increased education in the mysteries of money. 
The original purpose of the gold clause was to protect bondhold- 
ers against depreciation through governmental tampering with 
the currency. With the gold clause made illegal, the stabilized 
bond that attacks the investors’ problem more directly might 
become more popular, at least for industrials and corporations 
other than public service corporations, which sell their bonds 
more to individuals than to institutions. The force of habit and 
custom is likely to prevent any very wide use. 

Summary. Our purpose in this chapter has been to cover cer- 
tain special classes of bonds, or special aspects of typical bond 
contracts that deserve more consideration than could be given in 
the preceding chapters. The call feature, or right to redeem, 
usually works to the advantage of the issuing corporation and to 
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the disadvantage of the purchaser, although in some instances 
the premium which the corporation is required to pay results in 
a profit to the purchaser. The conversion feature, on the other 
hand, is designed to allow the bondholder to participate in the 
future success of the company, if any. While such participation 
is usually offered through the conversion privilege, detachable 
warrants with the right to purchase a company’s stock at a 
specified price are becoming more common. The stabilized bond 
is a unique experiment in American finance, designed to elimi- 
nate the risk which investors now incur through fluctuations in 
the purchasing power of the dollar. The future of this type of 
bond is at present uncertain, although it focuses attention on a 
real problem that confronts every investor. 
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Development of preferred stocks. The fundamental distinc- 
tion between bonds and stocks is clear: the former are contractual 
obligations to pay a certain sum of money and interest at a 
definite rate and at the times set forth in the contract. Stocks, 
on the other hand, evidence ownership rights to participate in 
the earnings and management of the corporation. Simple as 
this distinction appears, the evolutionary process that has gone 
on in corporation finance has resulted in the emergence of securi- 
ties that are more or less intermediate between purely contrac- 
tual obligations, on the one hand, and outright evidences of 
ownership on the other. The income bond, it will be recalled, 
can hardly be designated as a full contractual obligation, for the 
payment of interest is generally contingent upon the earnings 
that the corporation can produce. Preferred stocks are on the 
other side of our dividing line, yet they are not, strictly speaking, 
ownership securities. In the main, their rights to participate 
in the earnings of the company are definitely limited, and not 
infrequently their right to vote at stockholders’ meetings is de- 
nied or limited. ‘ 

There are various reasons for the existence of preferred stocks 
in American finance. In the first place there is always a strong 
motive for the issuance of such securities when a financial re- 
organization becomes necessary. At such times it becomes es- 
sential to reduce fixed charges, and this is often done by requiring 
the junior bondholders to accept preferred stock in lieu of their 
bonds. In this way fixed charges are converted into contingent 
charges, yet the former bondholders are given a prior claim on 
207 
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earnings.^ But the development of preferred stock issues is by 
no means confined to reorganization finance. At the time of the 
great industrial consolidations that occurred in this country be- 
tween 1900 and 1910, it was customary to issue bonds and pre- 
ferred stock up to the value of the physical property and to issue 
common stock on the basis of anticipated earning power. 

Preferred stocks a convenient method of corporate financing. 
During recent years there has beeen a considerable output of 
preferred stocks in connection with public utility financing, al- 
though preferred stocks have been issued on a large scale by in- 
dustrial concerns as well. Some idea of the more recent tend- 
encies in this respect may be obtained from the table below : 


ANALYSIS OF CORPORATE FINANCING BY CLASSES OF ISSUES— 
UNITED STATES* 



liOTtg-'I'erm 

Short-Term 

Fre^ erred 

Common 

Year 

Bonds 

Bonds 

Stock 

Stock 

1925 

$2,667 

63% 

$308 

7% 

$ 637 

15% 

$ 610 

a6% 

1926. 

3,059 

67 

294 

6 

644 

12 

677 

16 

1927. 

4,466 

69 

302 

6 

1,056 

10 

684 

16 ‘ 

1928. 

3,174 

46 

265 

4 

1,397 

20 

2,094 

30 

1929. 

2,369 

25 

251 

3 

1,695 

18 

5,062 

54 

1930. 

2,810 

57 

620 

12 

422 

9 

1,106 

22 

1931. 

1,628 

69 

400 

17 

148 

6 

195 

8 

1932. 

406 

63 

214 

33 

11 

2 

13 

2 

1933. 

138 

36 

89 

23 

16 

5 

137 

36 

1934. 

287 

59 

168 

34 

3 

1 

31 

6 

1936. 

2,066 

91 

51 

2 

124 

5 

27 

2 

1936. 

3,963 

87 

63 

0 

271 

6 

282 

7 

1937 

1,679 

64 

95 

6 

468 

19 

292 

12 

1938. 

2,032 

95 

10 

H 

79 

4 

18 


1939. 

1,794 

85 

77 

4 

161 

8 

68 

liJ3 


* Compiled from Commercial and Financial Chronicle. 


From the point of view of the corporation, preferred stock has 
an advantage over bonds in that it avoids a fixed charge and a 
maturity, which might offer a threat to solvency. As compared 
with an issue of common stock, preferred may be easier to sell 
or, indeed, the only kind of stock which the corporation could 
dispose of successfully. Preferred shares resemble bonds in pro- 
viding a financial device for raising funds at a relatively low cost. 
Such funds successfully employed add to the earnings of the 
common stockholders. 

^A study of almost aay of the important railroad reorganizations will illus- 
trate tliis tendency. See Daggett, Stuart, Railroad Reorganization (New York; 
Houghton Mifflin Co., 1908) ; and Ripley, W. Z., Railroads, Finance and Organ- 
ization (New York' Longmans, Green & Co., 1915). 
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Preferred stock enables this principle of “trading on equity” to 
be carried further than would be possible were bonds alone em- 
ployed. If a corporation wuth a present capital structure con- 
sisting of $1,000,000 of capital stock and $1,000,000 of 6 per cent 
bonds is able to earn on its invested capital at the rate of 10 per 
cent, it is obvious that the common stockliolder gels a return of 
14 per cent. If the total investment of $2,000,000 earns 10 per 
cent, then the total return is $200,000. After 6 per cent is de- 
ducted as bond interest, there remains $140,000 for the stock, or 
$14 per share, par value $100. If the directors of the corpora- 
tion are confident that another million of capital invested will be 
able to earn at the current rate of 10 per cent, an additional earn- 
ing capacity of $4 per share will be forthcoming for the common 
stock, if this capital can be secured by issuing more 6 per cent 
bonds; or $3 per share, if 7 per cent preferred stock is sold. In 
any event per share earnings cannot be increased by selling more 
common stock at par, for the amount of stock increases as rapidly 
as earnings. 

Preferred stocks, as a group, have higher investment risks 
^ than bonds. This is but natural, in view of the lack of a con- 
tractual promise to pay either interest or principal, and in view of 
the fact that preferred stocks are frequently preceded by bonds 
or notes, and are always preceded by current liabilities. Fur- 
thermore, preferred stocks, although they may be accompanied 
by sinking fund provisions, are never issued with a definite ma- 
turity date. It would be contrary to the very nature of stock 
to issue it in such form. Should the investor who buys preferred 
stocks desire eventually to get back the principal sum he invests, 
he must rely either on disposing of his security to some other 
purchaser or on having his stock called. Lacking, as it does, a 
definite contractual promise of the corporation to pay either divi- 
dends or principal, preferred stock occupies a position, in the 
event of default, even less desirable than that of the unsecured 
creditors of the ‘corporation. Preferred stockholders have no 
contractual claim against the corporation. Their equities, as 
well as those of the common holder, must be used without limit 
! to satisfy the creditors, and only what is left after complete 
satisfaction of all prior claims can be considered the property of 
the preferred holder. There are occasions when the bondholders 
and other creditors seek additional cash for the reorganized cor- 
poration. Eather than supply this cash themselves, they fre- 
quently make concessions to the preferred and common stock- 
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holders, provided that the latter agree to supply such funds. It 
cannot be said, however, that such concessions add particularly 
to the position of preferred stock in times of financial stress. 

Appeal of preferred stocks because of yield. So much for 
the motives which urge the corporation to issue preferred stock 
when in need of funds. Since it is impossible for the corporation, 
either directly or through investment bankers, to float securities 
that are not in public demand, a complete explanation of the 
growth of this type of security requires an analysis of the public’s 
attitude toward preferred stocks. As already stated, preferred 
stock issues promise a greater current return than bonds. At 
glance they seem to offer the prerequisites of a safe invest- 
fment — securit y aud^ regularitv of iucp me anj im£ety^o£-pnnp,ipal. 
They also offer com^rative freedom from care. While not as 
safe as bonds, they appeal to a large group of investors who seek 
a somewhat higher return than bonds offer.® It is this differen- 
tial which has played so important a part in stimulating the 
sale of preferred stocks during recent years. The rapid rise in 
prices after 1917 reacted most unfavorably on the so-called "fixed 
income” receiver — ^the person, for example, who was dependent 
on the income from invested funds. As prices and living costs 
mounted rapidly, a real problem was created for many persons 
who formerly lived comfortably on the income from their in- 
vested funds. It was generally impossible to increase their prin- 
cipals, and the only remaining solution was to increase the 
income from such funds. A partial solution lay in the shift of 
investments from bonds to preferred stocks. The extent to 
which this actually occurred cannot be measured statistically. 
This movement, however, has been generally recognized by in- 
vestment banking houses, and evidence of the increasing popu- 
larity of preferred stocks is found in the 'table on page 76. Re- 
ferring to this table, one notes a decided narrowing of the margin 
between the yield on preferred stocks and bonds after 1918. The 
margin of differential dropped from a fairly constant level of 
about 1.5 per cent to 1.30 per cent in 1916, near which level it 
remained until 1919. In that year the differential became less 
than 1 per cent for the first time, and since then it has remained 
under 1 per cent. Prom 1919 to 1926, the difference in yields 
ranged between .78 per cent and .93 per cent. In 1927, a drop 
to .68 per cent occurred/^ ,In 1928, 1929, and 1930, the differen- 

'“For a comparison of tfcf^sample of high-grade industi'ial bonds and preferred 
stocks for the period of 19l6-!d939, see page 76. 
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tials were .47 per cent, .44 per cent, and .59 per cent, respectively. 
The flifferentials since 1930 are of somewhat uncertain signifi- 
cance owing in large part to the difficulties affecting the particu- 
lar sample of bonds chosen.-’’ In general, preferrer! .stock yields 
arc higher than yields for bonds in a similar statistical position. 
This continuing difference can be partly attributed to the unusual 
demand for bonds by investors, such as commercial banks, w'ho 
are not permitted to buy stocks. 

Preferred stockholder and changes in price level. It is a 
question whether this shift has proved, on the whole, a profitable 
one. A slight increase in yield has been gained, to be sure. Yet 
this does not answer the question fully. If the investment risk, 
measured by actual principal and dividend losses over a -wide 
group of preferred stocks, is less than that indicated by the addi- 
tional yield, the shift has been at least partially profitable.'* 
Yet preferred stocks, unless participating, are subject to the same 
influences that make bonds a poor medium of investment during 
periods of rising prices. They are fixed income-bearing obliga- 
tions and, except for a very slight improvement in their credit 
status at such times, they fail to appreciate with rising prices in 
the way that common stocks do. It is no hedge for the investor 
to diversify between bonds and pi-eferred stocks with the idea of 
protecting himself against changes in the price level. The di- 
vision must be made between bonds or preferred stocks, on the 
one hand, and common stocks, on the other. 

Preferred stock contract. Preferred stocks, unlike bonds, re- 
quire no indenture. The authority under which the corporation 
issues preferred stock is found either in the original or the 
amended corporate charter. Here also are found all the various 
agreements that the corporation makes with the preferred hold- 
ers. The following example, which states briefly the preferred 
stock provisions of the Spicer Manufacturing Company, illus- 
trates the manner in which this agreement is ordinarily set 
forth : 

Preferred Stock Provision.^ 

The Certificate of Incorporation of the Corporation, arf .amended, provides, 
among other things, substantially as follows: 

(a) The preferred stock is designated Cumulative Preference Stock, Con- 
vertible $.3 Dividend, Series A. 

“A further statement of the differences between bonds and prefen-ed stocks 
may be found above in connection with the table cited, page 76. 

* For further discussion of this point see p. 226 ff. 



212 


PREFERRED STOCKS 


(b) The preferred stock' shall be entitled to dividends at the rate of $3 per 
share per annum, and no more, payable quarterly on January 15, April 15, 
July 15, and October 15 in each year, ciunulative from January 15, 1929. 

(c) The preferred stock shaE in event of liquidation be entitled to receive 
S57.50 per share and accrued and unpaid dividends. 

(d) The preferred stock wiU be redeemable as a whole or from time to 
time in part at the option of the Corporation at any time on at least 30 days’ 
notice at $57.50 per share and accrued and unpaid dividends. 

(e) Additional shares of preferred stock may be issued from time to time 
as shares of the series above mentioned or as shares of one or more other 
series. The provisions of these shares will be determined by the Board of 
Directors and will be such as not to be inconsistent with the provisions of 
the amended Certificate of Incorporation. The preferred stock of each series 
■shall rank on a parity with the preferred stock of every other series with 
respect to priority in the payment of dividends and the distribution of assets. 

(f) Certain acts, which because of their nature might affect the equity and 
rights held by the preferred stockholder, wiE not be performed by the Cor- 
poration, if the holders of one-third of the .outstanding preferred stock shaU 
object thereto in writing, within 20 days after notice thereof. (These are 
enumerated.) 

(g) The Corporation will not issue preferred stock in excess of 116,000 
shares except for cash or property, and unless either (1) two-thirds of the 
outstanding preferred stock shall have authorized such issue, or (2) con- 
solidated net profits of the Corporation and its subsidiaries, applicable to 
dividends for 12 consecutive calendar months out of the 14 calendar months 
next preceding the issuance of such additional shares, shall have been not 
less than three times the annual dividend requirements on the preferred stock 
outstanding and that proposed to be issued. 

(h) Except as otherwise provided by law and the amended Certificate of 
Incorporation, and in the event of default in the payment of any four quar- 
terly dividends, in which event the preferred stock' shall have the right to 
elect a majority of the Directors, the preferred stock shall have no voting 
power, such voting power being vested exclusively in the holders of the com- 
mon stock. 

(i) The preferred stock shall have no preemptive right to subscribe for or 
purchase additional issues of stock of any class. 

(j) The prefeiTed stock will be convertible at the option of the holders 
into common stock of the Corporation at the rate of four shares of preferred 
stock for three shares of common stock, at any time prior to January 1, 1933, 
unless called for redemption, and then up to five days prior to the redemption 
date. 

While there is a wide variation in the contract provisions sur- 
rounding the preferred stocks of different corporations, one must 
constantly bear in mind the difference between the preferred 
stock contract and the bond contract. In the latter, the corpora- 
tion agrees specifically to perform certam acts, failure to perform 
which constitutes default and gives the bondholders recourse 
against the corporation. Maturity of the debt is accelerated so 
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that the bondholdfer may press for immediate payment of the 
full amount of his claim; the preferred stockholder, as owner, 
cannot take .action that would produce insolvency. 

Bonds versus preferred stock. Preferred stock cannot be 
raised to the status of bonds. It is this fundamental difference 
between credit and ownership instruments of a corporation which 
makes it necessary to draw a sharp distinction between bonds, 
on the one hand, and stocks, on the other, whether the latter be 
prior preferred, preferred, or common. Despite the fact that 
corporations, independently, or on the advice of the investment 
bankers who sell their i.ssues, have frequently attempted to raise 
the investment status of their preferred stocks by entering into 
elaborate contracts with the preferred holder, specifying exactly 
what preferences he should have, and limiting the common stock- 
holder in respect to the exercise of some of his tights, especially 
those pertaining to the payment.of dividends until the preferred 
holder's financial position is secured, the fundamental nature of 
preferred stocks nevertheless remains the same. Such securities 
are not based on a definite contract whereby the corporation 
agrees to pay dividends, nor is there any specified maturity date 
at which time the original investment or principal sum is paid 
back to the stockholder.” The preferred holder is, in fact, a part 
owner in the enterprise, and if he fails to receive dividends, or 
if any other aspect of the contract cannot be lived up to, he has 
no recourse. 

Types of preferred stock. Having established the funda- 
mental distinction between bonds and stocks, whether the latter 
be preferred or common, we may now proceed to a more close 
examination of the nature of preferred stocks in contrast with 
common stocks, as well as the more important types of preferred 
stocks ordinarily found in the securities markets. 'This last 
question will require us to examine in some detail the nature 
of the preferred stock contract in selected cases. 

In a legal sense, there is no difference between preferred and 
common stocks, in that both represent evidences of ownership 
in a corporation.^ It thus occurs that, in any suit brought by a 
preferred stockholder in which he attempts to press his rights or 
preferences over the common stockholder, he must furnish evi- 

“It is true that a limited number of preferred stock issues contains agree- 
ments under which the corporation sets a.side sinking funds for redeeming the 
preferred stock within a specified period, but these payments are contingent upon 
earnings, and failure to pay is not a default, as in the case of the bond sinking 
fund. 
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deuce of the special rights which he claims; otherwise no dis- 
tinction will be recognized." 

Noncumulative preferred stock. The weakest form of pre- 
ferred stock is the noncumulative tj^e on which the issuing cor- 
poration is obliged to pay only the stipulated rate in any given 
year before it can pay something to the common stock. Failure 
to pay a dividend on noncumulative preferred stock does not 
give its holder any rights to the passed dividend in subsequent 
years. 

The advantage of this type of security over common stock lies 
in the priority of its dividend claim and the consequently larger 
hope of a regular dividend or even of any dividend at all. The 
disadvantages attaching to this kind of preferred stock come from 
the fact that such stock may not participate iij the earnings 
of the corporation above the specified dividend rate. Thus, in 
cases where the company becomes highly successful, the pre- 
ferred stockliolder continues to receive his old rate of dividends 
and enjoys only the relatively small advantage of having the 
investment rating of his stock raised to some extent. The real 
gains all go to the common stockholder. Furthermore, this very 
financial success may be the result of sacrifices that the preferred 
holder has been compelled to make. For instance, the mere fact 
that the preferred dividend is earned in any year is no reason 
why it must be paid. It is conceivable that the directors may 
elect not to declare any dividends in a given year, or for severaJ. 
years, even though earnings are shown on the books of the cor- 
poration.'^ In this way the property account and surplus of a 
company may be substantially increased at the expense of the 
preferred holder, who fails to receive any dividends during this 
period of growth. The result of this is an increase in the value 

“Roger y. New York, etc., Land Co. (1892), 134 N. Y. 197. "The agree- 
ment (the right oi the preferred stock) is ascertained from the contract, reports, 
resolutions, conveyances, etc.” Hacket v. Northern, etc.. Railway (1906), 140 
Red. 717. "In a suit by a preferred holder, he must allege the character of 
his preference.” 

’ It is true that even minority stockholders may compel the payment of divi- 
dends in a ease where earnings are veiy large and where the payment of dividends 
clearly will not jeopardize the casli position of the company. A court of equity, 
while not willing to substitute its judgment for that of the directors, will not 
permit a minority interest, or preferred atockholdera who may constitute a 
minority interest, to suffer from fraudulent action on the part of a board of 
directors. This protection is of little value, however, for it is extremely difficult 
to prove fraud, and the courts consifstently refuse to substitute their judgment for 
that of the directors in matters pertaining to the declaration of dividends. 
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the common stock investment without a corresponding gain 
the preferred holder. 

Case of Southern Railway preferred. This is exactly what 
appened in the case of the Southern Railway Compan}^ The 
referred stock of this company is noncuinulative and has had 
checkered experience in respect to dividends. The directors 
the company declared varying dividends on the stock up to 
923, frequently declaring Ic.ss than was actually earned. In 
ict, during certain years prior to this time, no dividends were 
aid at all, although net earnings were in excess of the entire 
referred dividend requirements. The directors used surplus 
irnings that might have been declared as preferred dividends 
building up the road’s properties, until, in 1923, the earnings 
the road were ample to pay dividends on both preferrerl and 
3mmon stocks.® After 1923, the full preferred dividend was 
isbursed, as well as liberal dividends on the common stock, 
he holders of the preferred stock in 1924 brought suit against 
le company, claiming some $29,000,000 of back dividends that 
ad been earned but not paid. The Court held, however, that : 

'The table below presents the eai-nings of the Southern Railway Company 
'ailable for dividends from 1012 to 1921. the prefen'ed dividend re<iuirpinents, 
e amo\mt paid, and the amount that was earned and not paid. After 1923, the 
eferred dividends were paid each year until 1932. 


DIVIDENDS AND EARNINGS— SOUTHERN RAILWAV CO. 


Net 

Year Eamingn 

"ear 1924 $17,769,140 

ided 1923 16,136,998 

eo. 31) 1922 8,823,797 

1921 2,019,370 

1920 1,220,511 

1919 6,360,587 

1918 4,795,852 

"ear 1917 13,917,205 

ided 1916 11,324,664 

me 30) 1916..... 9,245,703 

1915 1,523,396 

1914 4,747,777 

1913 7,029,965 

1912. . . . 6,718,128 


Preferred 

Preferred 

Earned awl 

Requirementx 

Diiridendx 

Not Paid 

$3,000,000 

$3,000,000 

none 

3,000,000 

3,000,000 

none 

3,000,000 

1,. 500,000 

$1, .500,000 

3,000',000 


2,019,370 

3,000,000 

1,500,000 

none 

3,000,000 

.3,000,000 

none 

3,000,000 

3,000,000 

none 

3,000,000 

1,500,000 

1,500,000 

3,000,000 

none 

3,000,000 

3,000,000 

none 

3,000,000 

3,000,000 


1,523,396 

3,000,000 

2,700,000 

300,000 

3,000,000 

3,000,000 

none 

3,000,000 

2,700,000 

300,000 


It should also be borne in mind that the company had a sizable surplus on its 
)oks, so that the payment of dividends would not have resulted in capital im- 
drment. 
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. . . the' contract here does not give preferred stockholders a fixed dividend 
chargeable upon the profits of each and every year,- irrespective of a declara- 
tion of dividends by the board, and hence does not create in favor of the 
preferred stockholder an obligation upon the company which places the com- 
pany under a continuing liability to him for a percentage of earnings made 
and not paid in any one year. This is the effect here of the phrase “non- 
cumulative” as determinfed by other provisions accompanying its use and by 
language serving to show what it shoidd be taken to mean. ... I am of the 
opinion upon the whole case that, -R'hen the directors of the Southern Railway 
failed to declare dividends for the benefit of the preferred stockholders in 
any year in which earnings were sufficient for that purpose and in bona fide 
exercise of their discretion allowed those earnings not declared as dividends 
to be used for general corporate purposes as they deemed best, such failure 
to declare a dividend settled the question as to the right of any class of stock- 
holders to demand payment out of the then existing or future earnings of 
the railroad company for any such past dividend.* 

Legal distinction bet-ween noncumulative and cumulative 
stock clear. In arriving at his decision, the judge stated that 
the disposal of net earnings was a function of the board of di- 
rectors, and that the decision of the board must be accepted 
unless it was proved oppressive or fraudulent. The accepted 
difference between cumulative and noncumulative preferred 
stock was maintained. In an effort, however, clearly to ascer- 
tain the accepted distinction, the judge sitting in the case not 
only examined closely the charter of the corporation, but also 
studied authorities who wrote at the time the stock was origi- 
nally issued in 1894. The conclusion, derived from a study of 
such authorities as Machen, Thompson, and Cook, was that the 
word “cumulative” means that dividends which might be paid out 
as earnings, but which are not so paid, shall be carried over from 
year to year, but, eventually, must be paid before dividends can 
be paid on the common stock. “Noncumulative” means that 
the right to the dividend is measured by the action of the board 
of directors in any one year and that the failure to declare the 
dividend in any one year prevents it from accumulating in sub- 
sequent years as a further charge on the current or subsequent 
earnings of the company. The charter of the corporation, in 
so far as it relates to the preferred stock contract, supports these 
conclusions: 

The preferred stock is entitled to the following preferences and to no other, 
namely : 

"Norwich Water Power Co. v. So. Ry. Crump. Rich., Va., June 27, 1926, quoted 
in Commercial and Financial Chronicle, Vol. 121. pp, 71, 72. See aka Wabash Ry. 
Co., et al. V. Barclay, et al., 280 U. S. 197 (1930). 
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In each and every fiscal year after the first of Jnlyj 1895, to receive non- 
cumulative dividends at and up to the rate of 5 % per annum in preference 
and priority to the payment of any dividend on the common stock in such 
fiscal year, but only from the net profits of the company as such shall he 
fixed and determined by the board of directors, and only when and as such 
board shall declare dmdends therefrom; but, notwitlistanding the preference 
hereby declared, if after providing for the pajnnent of dividends for any 
fiscal year on the preferred stock outstanding in such year, there shall remain 
a surplus of net profits of such year, the hoard of directors may declare and 
pay dividends upon any other stock of the company for such year out of 
such surplus net profits. 

Two other cases dealing with this same question were cited 
during the proceedings. The first was that of Nickals v. 
N. Y., L. E. & W. R. R. Company. 30 U. S. 303 (L. Ed.), in 
which the decision was against the preferred stockliolders. 
The other case cited was that of Moran v. TJ. S. Cast Iron 
Pipe & Foundry Company (1923), 95 N. J. Eq. 389, The 
decision in the latter case, on the contrary, was favorable to 
the preferred stockholders. Here it was held that dividends 
on noncumulative preferred stock might constitute a claim upon 
earnings in subsequent years. The theory in this case was to 
the effect that when the corporation failed to declare dividends 
out of earnings in any year, but put such earnings back into 
the property, an obligation was created that must be discharged 
before common dividends could be paid. The conflict between 
the earlier cases and the New Jersey case, however, was appar- 
ently created by the existence of a New Jersey statute that 
permits a corporation to accumulate and set apart a surplus or 
reserve fund from earnings to meet dividends, whether cumula- 
tive or noncumplative. On the basis of this statute, the New 
Jersey courts lean- to the theory that preferred stockholders 
have a claim on the corporation for the amount of the preferred 
dividend during years when the corporation earns the divi- 
dend.^® 

In general, the preferred stockholder should not expect to 
receive unpaid dividends on noncumulative preferred stock 
whether or not earnings are present during the years when no 
dividends are declared. Noncumulative preferred stock, there- 
fore, constitutes a decidedly weak type of security. Dividends 
once passed are forever lost. Also, if dividends are passed when 

“For a good brief discussion of the principal points involved in these cases, 
see “Legal Status of Noncumulative Preferred Stock,” Harvard Business Review, 
Vol. 4, pp. 495-500. The preceding discussion is based in part on this article. 
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earned, the common stockholder benefits at the expense -of the 
preferred holder. The weakness is explainable in the customary 
origin of noncumulative preferred as an incident of reorganiza- 
tion where the objective is to minimize the apparent loss of 
the bondholder by giving him some priority even though a 
weak one. The possible need for reconstruction at the expense 
of such noncumulative stock should be recognized in apprais- 
ing its investment position.^^ 

Cumulative preferred stock. The cumulative feature is cus- 
tomary in issues that are sold in the course of ordinary financ- 
ing. It does not, however, insure its ’owner the payment of 
dividends in every year that earnings exist. The dividend can 
be deferred at the will of the directors in order to permit the 
use of the funds to meet other pressing needs, particularly 
maturing indebtedness. In such situations, it should be noted 
that the cumulative feature is not complete protection because 
even if the accumulated dividends are paid eventually, the pre- 
ferred stockholder loses the interest on the dividends for the 
period they are deferred. Furthermore, the interruption of the 
stream of income may be unfortunate for the investor depend- 
ent upon such payments to meet his living expenses and will 
generally cause the market value of the stock to decline. 

The case of Bucyrus-Erie preferred. The settlement that 
the holders of Bucyrus-Erie 7 per cent .preferred received in 
lieu of their accumulated dividends in August, 1936, will empha- 
size the significance of the cumulative feature. While the 
quarterly dividend was never completely passed, it had not been 
paid in full after October 1, 1932. Thus there was an unpaid 
arrearage of |16. The preferred holders were offered in ex- 
change for each share they held one new 7 per cent cumulative 
preferred share similar to the old share plus one share of new 
common stock and $5 in cash. When listed, the common sold 
for substantially 112.50 so that when added to the cash, it 
amounted to more than the $16 of arrears in dividends.^® 

Methods of liquidating cumulative dividends. The method 
of liquidating accumulated preferred dividends just described 
is frequently used by corporations. It has advantages over 
a cash payment, which frequently weakens the cash position 
of the corporation to such an extent that future dividends on 

“ Some recent railroad reorgaruzations recognize this need more fully by pro- 
viding foi: a ‘*(saipka.t Juud” which, is made a claim ahead of the contiugent charges. 

'^Commercial imd Financial Chronicle, Vol, 143, (Aug. 15. 1936), p. 1067, 
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either class of stock may be jeopardized. Where the back divi- 
dends are liquidated in slock, either preferred or common, it is 
frequentlj" possible to resume regular cash dividends on both 
classes of stock at the same time, and, if the preferred holder 
desires cash in lieu of the new stock, usually he can sell his 
additional stock in the market.*** In deciding whether or not to 
accept an offer in lieu of his unpaid accumulation and to waive 
his legal right to cash, the preferred stockholder must decide 
whether or not the cash or market value of what is offered is at 
least equal to the present or discounted value of the dividends 
which he can hope for if he waits for cash. Naturally, this dis- 
counted value of dividend rights is less than the face value of 
the unpaid accumulation, as allowance must be made for the 
loss of interest during the waiting period. 

The cumulative feature, while it gives the stockholder real 
protection, is, however, quite different from the protection given 
the. bondholder if interest is defaulted. In the latter case posi- 
tive legal action may be taken. In the former case the pre- 
ferred holder can take no action, except he can show fraud, 
but must wait in the hope that eventually the company will 
improve its position to such an extent that preferred dividends 
can be paid. That this may be a long wait is shown by the 
unusual case of American Hide & Leather Company, whose 7 
per cent cumulative preferred stock showed an accumulation 
of $217.75 per share in 1935, or over 31 years back dividends, 
when a recapitalization plan was accepted and new securities 
issued in liquidation of the claim.** 

” It does not always happen that the directors act as liberally as they did in the 
case of Bueyrus-Erie. Where large accumulations have piled up, the directors, 
who frequently control the common stock, often try to induce the preferred 
holders to make some sacrifices, on the plea of an equitable adjustment, in order 
that dividends may be resumed on both classes of stock. Take the case of the 
old Interboro-Metropolitan 5 per cent cumulative preferred stock in 1916. In 
order to give the common shareholders some chance to receive dividends, the pre- 
ferred shareholders were asked to sun’ender their claim to unpaid dividends and 
to accept in lieu thereof new 6 per cent noncumulative preferred stock. As an 
inducement the directors offered to begin payment of dividends at once on the 
new stock Regardless of his legal rights in a case of this kind, the preferred 
stockliolder is faced with the practical advantages of “having a bird in the hand 
rather than two in the bush.” The prospect of an immediate return usually in- 
duces the majority of preferred stockholders to accept terms of this nature, al- 
though they might, in a legal contest, get better terms. 

”For similar cases involving the liquidation of substantial accumulations, see 
the’ recapitalization plans of the International Mercantile Mar in^ iGotnpany (1929) 
and the American Agricultural Chemical Company (1931); fpr 4 ' shinier accumu- 
lation, the plan of Goodyear Tire and Rubber Company (1936), 
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Preference as to assets. Preferred stock always means pref- 
erence as to dividends but not necessarily as to assets. Prefer- 
ence as to assets, in the event of involuntary liquidation, is 
usually for the amount of the par value but is likely to call for 
a premium in voluntary liquidation. This premium assures 
the full operation of a redemption clause where such is present. 
The distinction between voluntary and involuntary dissolution 
is particularly necessary where the corporation is given the 
right to call or to redeem its preferred stock at a premium. 
Should the preferred holder be entitled to only $100, or par, in 
case of dissolution, either voluntary or involuntary, it would 
be a simple matter for the directors to vote to dissolve the cor- 
poration and to form a new one in order to retire the old stock 
at par. In this way they might, in effect, succeed in retiring 
the present preferred stock without the payment, of any prem- 
ium. On the other hand, where preference as to assets is not 
specifically set forth in the stock contract, the assumption is 
that preferred stock is preferred in respect to dividends only 
and participates equally with the common on a per share basis 
in dissolution.^® 

It may at first appear that preference in respect to assets is 
of distinct value to the holder of a preferred stock. The idea 
is, of course, that such preference will afford him a real protec- 
tion in respect to his original investment, or principal, in the 
event of financial difficulties. Such is hardly the case, how- 
ever, for corporations as a rule do not liquidate their property 
except when they are in extreme financial difficulty, and then 
only after all other means for continuing the business have 
been exhausted. Long before this extreme condition has been 
reached, it is more than probable that the assets of the com- 
pany will have been pledged or mortgaged, and that heavy 
bank loans will have been incurred which precede the preferred 
stock. Even where the assets are partially salvaged through 
receivership and reorganization, the preferred holders are 
usually required to make heavy sacrifices in order to rehabili- 
tate the company. So we find in practice that preference as 
to assets may result in a strengthening to some extent of the 

“ Dewing finds that preference as to assets has become quite common during 
the last twenty years. If Class A stocks are included, the provision is found in 
over two thirds of the outstanding utility issues and over nine tenths of the in- 
dustrial issues. See Dewing, Arthur S., Financial Policy of Corporations (New 
York: Ronald Press Co,, 3d ed., 1934), p. 50. Railroad issues are older and are 
very generally without preference as to assets. 
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preferred holder’s position, but that this is a long way from 
assuring him that any substantial part of his original invest- 
ment will be salvaged in case of financial reverses. 

Redeemable or callable preferred stock. It frequently hap- 
pens that preferred stocks are redeemable at some specified 
price, usually in excess of par. In fact, this provision is becom- 
ing increasingly common among new issues of preferred stocks, 
particularly public utilities. The reasons for the presence of 
this feature are very much the same as for bonds. The corpo- 
ration desires to leave the wa}'- open for retiring the issue at 
some subsequent date, should the financial condition of the 
company so warrant. Where such redemption features are 
accompanied by a sinking fund clause providing that the cor- 
poration shall lay aside a certain amount each year out of 
earnings for retiring the preferred at the call price, we have a 
provision that may act to the advantage of the preferred hold- 
er, in that the equity behind the uncalled stock each year is 
increased as the total amount of the issue outstanding is 
decreased. Otherwise, the assumption is that the corporation 
will use the right to redeem its stock in much the same way 
that the callable feature is used to retire bonds. This provi- 
sion is most likely to be exercised by the corporation at a time 
when interest rates are low and reinvestment is difficult. The 
reasons for this action are the same as in the case of bond issues. 
Preferred stocks are in the nature of fixed obligations. If refi- 
nancing can be consummated at a lower rate of interest, or at 
a lower rate of dividends in the case of preferred stock issues, it 
is to the advantage of the corporation to call in high interest 
or dividend securities and to replace them with bonds having a 
lower coupon rate or with preferred stocks having a lower divi- 
dend rate. Or, possibly, a long period of rising prices or easy 
money rates has so stimulated business and increased profits 
that the corporation finds it easy to retire its bonds or preferred 
stocks out of surplus. In either case, the contract runs in 
favor of the corporation and only in exceptional cases in favor 
of the investor. 

Redemption through sinking funds has become a common 
device for aiding the investment standing of industrial pre- 
ferred stock issues. From a study of 643 issues, put out be- 
tween 1925 and 1930, it was found that over one half of the 
issues had a sinking fund provision. Among utility issues in 
the same period, this retirement plan was rare, being found 
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in only 7 out of 301 issues.’’^® The general tendency of large 
industrial corporations to eliminate claims prior to the com- 
mon stock, and of utilities to .maintain such claims as a perma- 
nent part of the capital structure, is evident. While, the pur- 
pose of such retirements is the strengthening of the capital 
structure, a secondary result is the support of the market, which 
may be particularly useful in the case of small issues having 
a, narrow and inactive market. 

Voting rights and preferred stock. The position of the 
preferred stockholder is sometimes jeopardized by withholding 
from him the right to participate in the management of the 
corporation. Frequently the sole voting power of the corpo- 
ratioii rests with the common stockholder, and, even though 
the preferred stockholder is supposedly a partner in the enter- 
prise and receives his investment return on this supposition, 
he is nevertheless often excluded from all voice in the manage- 
ment of the business affairs, except in reference to certain mat- 
ters that vitally affect him, such as the borrowing of money 
through the issue of bonds or the authorization of more pre- 
ferred stock. 

Even those provisions that give the preferred holder the right 
to vote on such matters as the issuance of bonds or subsequent 
preferred stock may turn out to be of small value. This is 
especially true unless the directors of the corporation are at 
the same time prevented from incurring a large floating debt 
by means of heavy bank borrowing. In other words, if the 
directors incur a heavy floating debt, the proceeds from which 
are used largely for permanent improvements, the affairs of 
the company may eventually reach a stage where the preferred 
stockholders are obliged to approve an issue of bonds for fund- 
ing purposes in order to avoid unfriendly action on the part 
of the banks, in the way of receivership proceedings, or of 
short-term creditors of the company: 

On the other hand the preferred holder may have voting 
power equal to that of the common holder, or partial voting 
power. The degree to which voting power is extended in a 
given case is, of course, a matter that may be determined only 
by reference to the charter or by-laws of the corporation that 
set forth the preferred stock contract. 

“Dewing, Arthur S., Financial Policy of Corporations (New York: Ronald 
Press Co., 3d ed., 1934), p. 61. i 
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Contingent voting rights. Where the preferred stock is 
not accorded the right to vote in the first instance, a contingent 
right is frequently given that is. voting control may pass 
to the preferred stock after a certain number of dividends have 
been passed. Thus, the preferred stock contract of the Phoe- 
nix Hosiery Company, provides that the common stock alone 
shall have voting power, except in default of dividends aggre- 
gating 7 per cent, when exclusive voting power shall be exer- 
cised by the preferred stockholders. Bayuk Cigars. Inc., 7 
per cent preferred has a somewhat more elaborate contract. 
As a class, it has the right to elect directors, if at any time net 
quick assets shall amount to less than 125 per cent of stock 
outstanding; default exists in sinking fund payment for one 
year; or default exists in four quartei’ly dividends. The advan- 
tages of such contingent voting power may be more apparent 
than real. Coming as it does after dividends have been default- 
ed, it usually means that the preferred stockholders are handed 
the tiller after the boat has been run on the rocks. There are 
many instances at hand, among which must be included the 
Winchester Company and the Gorton Pew Fisheries, in which 
the condition of the company at the time the preferred holders 
came into voting control was so hopeless that the preferred 
holders derived but little solace from their rights. 

Maintenance of liquid position. Various other provisions 
that are sometimes used to protect the preferred holder refer 
to the liquid position of the corporation. Thus, the charter 
might provide that no dividends be paid on the common that 
reduce the net quick assets of the company below 126 per cent 
of the par value of the outstanding preferred. While the details 
may differ in various cases where this kind of restriction is 
found, the underlying principle is the same. The purpose of 
the restriction is to prevent payment of cash dividends on com- 
mon stock, where such payment tends substantially to injure 
the working capital of the company, and also to maintain suffi- 
cient liquid assets to provide for the retiring of the preferred 
stock at any time. 

Some value may be said to attach to such a provision in that 
it anticipates a situation and may actually prevent it from 
materializing. Where such a provision exists, the common 
stockholders will naturally act more conservatively and, neces- 


p. 62. 
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sarily, will attempt to maintain the company in a strong cash 
position at all times, the result of which action is beneficial 
to the preferred holder. On the other hand, should the earn- 
ings of the company decline, it is conceivable that it might 
become difficult or impossible to maintain the required liquid 
position. While the omission of common dividends at such 
a time would avoid aggravating the situation, it is not to be 
supposed that the directors could be compelled to increase net 
quick assets. In other words, the provision, while certainly 
valuable, does not assure the preferred holder that net quick 
assets will always be maintained in a certain ratio to the pre- 
ferred stock outstanding. 

Participating and convertible preferred stocks. Participat- 
ing preferred stock would seem to combine the desirable invest- 
ment attractions of both preferred and common stock. The 
ordinary priority over common stock is obtained, and yet par- 
ticipation in unusual earnings is allowed, usually after a stipu- 
lated rate has been paid upon the common stock. A converti- 
ble preferred stock must be exchanged into common stock 
before it can share in the extra return, but a participating pre- 
ferred stock retains its preferential position while enjoying all 
the fruits of success, if any. Precisely because this class of 
stock is advantageous to the investor, it is not a desirable type 
of security for the corporation to issue, since it means that 
there are a greater number of shares over which earnings must 
be distributed in case the corporation becomes prosperous. It 
is therefore generally issued by corporations with a weak credit 
standing at the time financing is necessary. The desirable 
feature of participation or conversion is thus given to offset the 
low credit of the company. This does not mean, however, that 
participating or convertible stocks are issued by weak com- 
panies only, for it may happen that the company was obliged 
to make concessions in order to float the given issue satisfac- 
torily because of its newness or because of temporarily unfav- 
orable financial markets. At a later date the company’s posi- 
tion may become better established, but by that time the attrac- 
tions of these special features are likely to be balanced by an 
enhanced market price. 

Diamond Match 6 per cent cumulative participating pre- 
ferred. The preferred stock of the Diamond Match Company 
is a good example of a participating preferred stock. This 
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stock has preference as to assets and dividends. After the 
common has received $1.50 per share, the preferred partici- 
pates share for share with the common in any additional divi- 
dends declared until the preferred has received an aggregate of 
8 per cent. In the event of any distribution of capital assets, 
the preferred stock is entitled to $25 per share and accrued 
and unpaid cumulative regular dividends. Consolidations and 
mergers are not .considered dissolutions. 

Convertible preferred compared with participating preferred. 
Where a preferred stock is convertible into the common stock 
of a company, the situation is practically the same as when 
the bonds of a company are convertible into common stock. 
The preferred holder is given the right, under certain restric- 
tions as to time and price, to convert his preferred issue into 
an issue that carries an unrestricted right to participate in the 
earnings of the company. This provision gives to the preferred 
holder a prior right to dividends while the company goes through 
its developmental period and, when it becomes successful, 
allows him a wider participation in earnings through conver- 
sion. The essential difference between a participating and a 
convertible stock is that the holder of the latter, upon conver- 
sion, relinquishes all preferential rights and becomes once and 
for all a common holder. The former type of stock, on the 
other hand, continues indefinitely to carry both preference and 
participation rights. 

Variations in combination features in any preferred issue; 
how determined. We have up to this point merely described 
the more important types of preferred stocks, or, rather, the 
more important provisions found in typical preferred stock 
contracts. We have also attempted to weigh the value of such 
provisions to the holder of preferred stocks. The cumulative 
feature, restrictions upon the payment of common dividends 
except when net quick assets are ample, and participation 
features are all more or less valuable. Contingent voting 
rights, restrictions on borrowing, and preferences as to assets 
may prove to be of little or no value. There are, of course, 
different combinations of these features in various stocks, as 
well as other restrictions. It must be realized that the pre- 
ferred stock contract is flexible and may be adjusted in the 
light of the particular situation at hand. In fact, the same 
company may have as many as three or four different types of 
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preferred issues outstanding at the same time, varying in 
status from a prior cumulative preferred stock down to non- 
cumulative/® nonvoting, preferred stock. 

Characteristics of preferred stocks. As a class, preferred 
stocks have come to be regarded by many shrewd investors as 
less desirable than bonds or common stocks. The feeling is 

(that they possess the weaknesses of both and the advantages 
of neither. They have the limited return, except for the few 
participating and convertible issues, of a bond, but none of 
the legal rights in the event of default. Like common stocks, 
they bear the risks of ownership, but unlike them they have 
only a limited participation in any increased earnings. Such 
a strong statement probably does preferred stocks an injustice. 
Granted that income of preferred stocks is limited, one can still 
point to many corporations in which the preferred stock has 
received far more income than the common stock, and in which, 
so far as principal is concerned, price fluctuations are almost ' 
invariably more limited, judged on a percentage basis, for the 
prior issues. More valuable than generalization on the sub- 
ject, however, is an examination of some of the studies which 
have been made of preferred stock performance. Since most 
of these studies have been made as comparisons with common 
stock performance, they are to be found in the next chapter. 
The majot characteristics — yield, price stability, tax status, 
denomination, and purchasing power — ^will be stated here, how- 
ever. 

The yield from preferred stocks averages higher than that 
from bonds, as would be expected in view of the higher aver- 
age risk. Even when groups of bonds and preferred stocks 
of similar statistical position are compared, a somewhat higher 
jdeld is expected from the latter because of the weaker legal 

good example of a complicated capital structure is the Associated Gas & 
Electric Company (1941). In additional to seventeen bond issues, this company 
has fourteen issues of stock, which are in five different classes. Six different 
is-sues of cumulative preferred stock have first claim to net profits, followed by 
five issues of cumulative preference stock. These two classes of preferred stock 
are divided into series, differing chiefly in the matter of dividend rate. They 
are followed by Class A and Class B stock, which are nonoumulative and par- 
ticipating, rank third and fourth in their claims to dividends, and are prior to 
the common slock. Earnings, to the extent available, are distributable as fol- 
lows: first, 12 to the A stock; then, S2 to the B stock; after which A may par- , 
tioipale to the extent of a $.60 extra; and then B to the extent of a $.50 extra. 
If, after this distribution, the common stock receives in excess of $2.60 per share, 
the B stock must participate for an equal amount per share^and the A stock for 
one half of any such excess payment per share. 
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position aiul more limited market among trustees and insti- 
tutions which are restricted by law in their investment policy.’” 
The differences in yield are likely to vary from time to time 
with changes in investment market sentiment. 

If the concept of yield is limited to the cash dividend and 
the element of appreciation excluded, preferred stocks will 
ordinarily show a higher rate in relation to market price than 
will common stocks of similar quality.'" This difference is 
attributable to the common practice of using a portion of the 
common stock earnings in the building up of the equity. Such 
reiin'csted earnings are the basis for a share of the market ^'alue 
of the common stock but not of the preferred stock, except 
possibly in an indirect way to the extent that improved equity 
increases the safety, though not the dividends, of a preferred 
stock. With corporations which disburse all earnings as divi- 
dends, so that the dividend is the total expected retui’n. the 
yield on the common stock would tend to be higher than on 
the preferred stock, which enjoys a senior claim. At times 
when earnings are temporarily depressed, even this principle 
will not be effective, for the purchaser of common stock regards 
the dividend as a return decidedly smaller than that which he 
can hope for at a future time when it is expected that earnings 
will rise, and he is willing to buy on a low yield basis — that is, 
at a price which is relatively high in relation to the current 
dividend income. 

Because of its priority, the dividend income from preferred 
stocks will also be steadier than that from common stocks, al- 
though the weak showing of many preferred issues in the 
depression years following 1929 has led' to some skepticism 
as to the importance of this generalization. Thus a study of 
498 companies with both kinds of stock, which passed the divi- 
dend on their common stock in 1931 and 1932. showed 53.9 per 
cent, or 268 companies, which were obliged to omit the pre- 
ferred dividend in the same period.”* In 246 of the 268 cases, 
the omission of the preferred dividend took place within one 
year of the omission of the common dividend. A further study 

’"See Standard Statistics Company’s yicIiP of tiigh-grade industrial bonds and 
preferred stocks, p, 76. 

"See comparative material at end of Cliajiter 11. 

’’Horsfleld, Mona M„ “Is Preferred Slock Preferable?” Banon/s, November 
28. 1932, p. 6. For further discussion of the merits and ■weaknesses of this form 
of security see Lawrence, Herbert, “How Sound Are Preferred Stocks?” Barron’s^ 
November 27, 1939, p. IS. 
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of common stocks would have shown that, of those companies 
which continued to pay, very few were able to avoid reducing 
their payment on the common stock in the period 1929-1933. 

If the yield concept is broadened to include appreciation as, 
well as dividend income, the yield return in relation to market 
price would be expected to average somewhat lower but to 
show somewhat less fluctuation for preferred than for common 
stocks. Since the return of preferred stocks is fixed, the price 
movements would hot be expected to show any particular long- 
term trend as in the case of common stocks, which tend to rise 
as a result of the reinvestment of earnmgs factor. Even a 
bond price series might show a slight upward drift as the bonds 
approached maturity, if it were made up of bonds selling at a 
discount. Preferred stocks have no maturity influence. Major 
price movements of preferred stocks are chiefly the result of 
changing business conditions which affect corporate earnings. 
In this respect preferred stock prices follow the movements of 
common stocks more closely than those of high-grade bonds, 
which are primarily influenced by interest rates.^^ 

Whether or not the purchaser of preferred stocks will gain 
appreciation or suffer depreciation will be determined largely 
by the market conditions at the times of purchase and sale. 
As far as preferred stocks are concerned such gain or loss is more 
ordinarily associated with the problem of “recovery of princi- 
pal” than of “income.” In this respect the investor’s principal, 
when it is in preferred stock, stands a greater average chance 
of either loss or gain than when in bonds, and a lesser chance 
than when in common stocks. 

But the investor should not fall back on these easy general- 
izations when he is faced with specific investment alternatives. 
A particular preferred stock may well be of a quality superior 
to that of the average run of bonds. This individual character 
is more significant in making selections than any average which 
is based chiefly on cases of a different quality. The failure 
to recognize the special qualities of the particular issue would 
be as improper as for a fire insurance company to measure the 
risk on individual buildings on the bases of the general loss 
average without regard to the type of buildmg, occupancy, or 
neighborhood. Some leading factors that would differentiate 

“Sloan, Laurence H., Security Speculation (New York: Harper & Bros., 1926), 
pp. 184-188. See Chapters 7 and 8 for statistical material on market and income 
characteristics of preferred stocks. 
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investment risks among the preferred stocks would be: (1) the 
capital structures; (2) the type of business; and (3) the extent 
to which the stock was “seasoned" by time. Illustrations will 
be found in the table on pages 230-231, which records the per- 
formance of the preferred and common stocks of some leading 
companies that were paying dividenrls on both in 1929. The 
period is of particular interest because it covers the years of 
unusual business decline in the early 1930’s. In the table, it 
may be noted that while 30 per cent of preferred stocks were 
paying nothing in 1934, 45 per cent of the common issues were 
also in that position; and while 12 of the 33 preferred issues 
were still paying the full rate in 1934, only 2 of the common 
stocks (even including American Tobacco) had that distinc- 
tion. 

Obviously, a common stock might offer a steadier income and 
even a more stable market price than a ijreferred stock of a 
company similar in every way except in capital structure, if 
the common were preceded by no prior issues and the preferred 
by a substantial bond issue. In a similar manner, the common 
stock of a food or a public utility company might show a more 
stable dividend record than the preferred stock of a steel or 
machinery company. And finally, if preferred stock purchases 
were confined to new, and so “unseasoned,” issues, the final 
investment results would be almost certainly unfavorable, for 
the following reasons: first, because of the greater difficulty in 
predicting the outlook for such issues and so in making judicious 
selections, as compared with issues which have a history; and 
secondly, because new issues are almost always sold at or near 
par, which means that, with the conventional call price present, 
which limits appreciation, the possibility of loss is very likely 
to be greater than that of gain — a situation not true for old 
issues bought in the open market.^® 

““ Thus Dewing reports a study hy S. F. Nicholson, covering 607 industrial pre- 
ferred stocks issued between Jan. 1, 1915 and Jan. 1, 1923. The average price at 
the time of issue was 99, while the average price at the end of the period, Jan. 1, 
1923, was 70%, after full allowance had been made for issues called at a premium. 
The median time of issue was late in 1918, and the average dividend rate promised 
a little over 7 per cent It is pointed out that the total dividends were thus 
slightly greater than the average loss of principal. The factor of compound in- 
terest on dividends is not mentioned. The period wa.s one unfavorable to weak 
industrial issues. See Dewing, Arthur S., “The Rule of Economic Profits in the 
Return on Investments,” Harvard Business Review, Vol. 1, p, 462, A larger study 
of 1,477 issues, brought out in the period 1880-1920, with results carried through 
1922 is described briefly by the same author in Financial Policy of Corporations 
(New York; Ronald Press Co., rev. ed., 1926), pp. 1199-1202. (Continued p. «) 
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In summarizing the characteristics of preferred stocks, w( 
find that they are a type of investment intermediate betweer 
bonds and common stock. In legal form it is an ownership anc 
not a credit instrument, and so has the tax status of stock. The 
dividend claim is prior to that of the common stock, with the 
result that it has the shrinking purchasing power of the bond in s 
period of rising prices. Its claim is junior to that of any bonds 
outstanding, which fact, coupled with the absence of creditoi 
status, makes it a peculiarly weak form of junior issue in a 
period of crises. To the extent that the margin of safety is 
adequate, however, it will surpass common stocks in income 
stability. 

While, for purposes of generalization, this halfway nature 
of the preferred stock must be emphasized, in practice the posi- 
tion of the individual issue must be considered. Quality will 
vary widely. On the one hand will be the very safe type, 
represented by the relatively few issues that are subject to no 
important prior claims and enjoy a substantial and stable mar- 
gin of earnings over their own claim. Such issues will rank 
with high-grade bonds and, owing to prejudice and to the ina- 
bility of certain important classes of buyers, such as commer- 
cial banks and fiduciaries, to purchase them in some states, 
may offer better yield and tax status. At the other extreme 
will be found those preferred stocks with a dividend claim so 
large in relation to current and prospective earnings that it 
virtually eliminates the hope of any return for the common 
stock, and so makes the preferred stock the actual residual 
claimant to income for all practical purposes. 

In spite of, the tendency to create preferred stocks that will 

In marked contrast are the results of all industrial preferred stocks listed on 
the New York Stock Exchange, the rate of return being computed for each year 
on the basis of market price at the beginning of the year. The period 1920- 
1930 was favorable to common stocks and junior issues generally. The dividend 
yield alone and the total rate of return (dividends plus appreciation) are shown 
by years. 

DIVIDEND YIELD AND TOTAL RETURN ON INDUSTRIAL 
PREFERRED STOCKS LISTED ON N. Y. STOCK EXCHANGE* 

(By Per Cents) 

i9£o mi ms ms ws 4 ms im mr ms ma mo 

Dividend Yield 7.4 7.1 6.2 6.2 6.1 6.1 6.2 6.6 4.9 5.2 6.3 

Total Return 7.4 0,8 14.6 7.4 6.4 ;i.7 8.8 11.0 8.6 2.8 6.8 

* From Biokel, R. H.. The Jnseatmeat Perlarmanee of Indusb-ial Preferred Stocks from WHO to 19S0 
An unpublished master's thems. Northwestern University, 1931. 
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resemble bonds in form as much as possible in order to facili- 
tate their sale, preferred stocks almost invariably show invest- 
ment character inferior to bonds as a group in any statistical 
study, because any group will include many cases in which pre- 
ferred stocks were issued when the market standards would 
not have permitted bonds, either because as large a debt as 
was permissible had already been incurred, or becatise earnings 
were so uncertain that it was improper to incur any fixed charges. 



II 


Common Stocks 


Common stocks and what they represent. The present sec- 
tion of our study, it will be recalled, has been devoted primarily 
to the contract aspects of various types of securities. Atten- 
tion was first given to the credit instruments of corporations 
— that is, bonds and notes. The distinguishing characteris- 
tic of this entire group of securities is the contractual nature 
of the relationship between the corporation and the lender. 
In each instance there is a definite promise on the part of the 
corporation to pay principal and interest and to carry out 
other stipulations in the interest of the bondholders. Pre- 
ferred stocks were next discussed, and here we found a type of 
security which is based on a contract, it is true, but which 
carries with it contingent claims only against the corporation. 
That is. the corporation agrees to do certain things, such as 
to pay dividends, only under certain conditions. In consider- 
ing, finally, common stocks, we find a security that supposedly 
represents or gives evidence of unrestricted ownership in the 
business after all prior obligations have been met. The term 
“residual” ownership may express the idea more clearly than 
unrestricted ownership, since most corporations have preferred 
stock and bonds outstanding, or at least some liabilities to 
ordinary creditors whose claims to assets and earnings precede 
the claims of the common stockholder. The latter, however, 
enjoy full ownership of the equity represented by the surplus of 
assets over prior claims and of all earnings after prior charges 
have been satisfied, but are likewise charged with all the obliga- 
tions incidental to ownership. 

234 



COMMON STOCKS 


235 


Residual equity. This so-called residual equity in the busi- 
ness — that is, the ownership in the assets and earnings of the 
corporation after prior claims have been satisfied — is repre- 
sented, ordinarily, by the common stock and surplus accounts 
on the book.s of the company. This position can be shown 
most readily by reference to the following simple balance sheet: 

H.VL.VNTE SHEET— COH POP. VTION XYZ 


Amvh UahilitifK 

(’ash . . ,S.")()0,0(K) Acfoimth Payable .S2,')0,00a 

Aecdunts Receivable 500, (XK) Fir,-t Mi atRURe Bonds O'Jt- 750,000 

Inventories. . .. 500,000 Preferroil Stock, 7% .. . 7.50,000 

Plant and Equipment 1,(KX),000 


Prior Clluinis of Outsiders. $1 ,750,000 
lA-aviiiR for Owners of Out- 
standinR Common Stock 

(par 5100) .500,000 

Profit and Lo.ss Surplus 250,000 


Total $2,600,000 Total $2, .500, 000 

In the preceding balance sheet, assets are carried at $2,500,- 
000. The various equities in these assets are represented by 
the several accounts on the liability side of the statement as 
follows: The first mortgage bonds have a claim against plant 
and equipment up to $750,000. Corporate mortgage bonds are 
ordinarily a lien upon the real estate, including any improve- 
ments in the form of buildings, machinery, or fixtures affixed 
to it.'‘ The, next claim is that of the general unsecured credi- 
tors, in this case consisting of the $250,000 owing to trade credi- 
tors and shown as Accounts Payable. If the bondholders were 
not fully cared for by the asset plant and equipment, they 
ivould fall in this group of unsecured creditors, with a claim 
against unpledged assets for the unsatisfied balance. Next in 
order is the claim of the preferred stockholders, totaling $750,- 
000. In other words, there are fixed claims against the assets 
of the corporation amounting to $1,750,000. Wlratever is left 
after the payment of these claims is the property of the share- 
holders and belongs to them ratably. By this we mean that 
each share of stock is entitled to its aliquot share of the entire 
remaining sum. We have assumed that these assets are worth 
just the amount at which they are carried on the company’s 
books. In liquidation they may be worth more or less, Any 
shrinkage in the value of these assets applies first to the com- 


'See similar illustration above, footnote S, pp 180-181. 
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mon stockholders’ equity. Suppose, for example, that liquida- 
tion became necessary and the assets brought only $2,000,000. 
All prior claims must be paid at par, so long as there are suf- 
ficient funds. In the assumed ease this would be possible; 
but after the $1,750,000 of fixed or prior claims have been satis- 
fied at par, only $250,000 remains for the common stockholder. 
On the other hand, if the assets should prove to be worth 
$3,000,000 on liquidation, the common stockliolders get all the 
increase, their return thus being not $750,000, but $1,250,000. 

A like situation exists in respect to earnings. The various 
claims against income represented by the several security hold- 
ers and creditors must be considered in the same order as their 
claims against assets. Let us assume that, after all costs of 
operating the business have been paid, a net income of $100,- 
000 is shown. The first claim against these earnings is for bond 
interest, amounting to $45,000. Thereafter dividends must 
be paid on the preferred stock before any distribution may 
be made on the common.^ In the present instance this amounts 
to $52,500. The balance of $2,500 is all that is available for 
the common stock. Again, let us assume that earnings increase 
to $150,000. No further distribution is made to the bondhold- 
ers or preferred stockholders, but all earnings after the above- 
mentioned charges have been met belong to the common share- 
holder. Thus do we find a further reason for calling the com- 
mon stockholders’ claun a residual one. 

Significance of par value. What has been said* in reference 
to the claims of the common stockholders in the assets of the 
company may logically raise a question in the reader’s mind as 
to the significance of the par value of the common stock. It 
is at once apparent that the book value of the stock is not equal 
to the par value, as is true of that of the other securities. In 
the present case, for mstance, the stated value of $100 a share 
does not mean that the corporation owes the common stock- 
holder $100 for each share of stock held; it does not mean that 
the stockholder has the right to participate in the assets of 
the corporation only up to $100 a share; nor does it mean 
that the stock is worth exactly $100 a share. It means simply 


^ We have not considered trade accotmts here. Where these are represented in 
part by note§ payable, it is possible that some interest charges resulting therefrom 
will appear as a deduction from our income. Cash discounts, or cash discounts 
that have not been received, are items that are generally absorbed in operating 
expenses. 
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that for each of the 5,000 shares of the corporation’s stock, at 
least iSlOO is supposed to have been contributed as considera- 
tion by the original stockholders in order that they might avoid 
subsequent liability to creditors of the corporation. The use 
of a given par value makes it improper for unissued stock to 
be sold for a smaller amount, and for dividends to be declared 
in an amount that will reduce assets to a figure lower than the 
sum of the par value of outstanding stock and the debts of 
the company. 

No par stock. It should be evident from the preceding dis- 
cussion that the situation might have been expressed as well 
if the balance sheet had been set up somewhat as follows: 


BALANCE .SHEET— CO IIPORATICN XYZ 


e;asn jsijuo.ooo 

Accounts Receivable . . . 500,000 

Inventories .500,000 

Plant and Equipment . ... 1,000,000 


Liahihtieit 

Accounts Payable ... . $260,000 

Firat Mortgage Bonds, 0%. . 750,000 

Preferred .Stock, 7%. . . 750,000 


Prior Claims of Outsiders. $1,750,000 
Common Stock (.5,000 shares 
without par value, stated 

value, $1 per share) 5,000 

Capital Surplus 495,000 

Profit and Loss Surplus .... 250,000 


Total. 


$2,500,000 


Total . 


$2,500,000 


As in the balance sheet preceding the above, each share of 
stock represents one 5.000th of the total residual equity of 
the corporation, which is carried on the books at $750,000, 
although the use of a stated par value has been avoided. The 
common stock account might have been equally well repre- 
sented by any other figure of not more than $500,000, the amount 
of the stockholders’ original investment. A properly stated 
balance sheet should distinguish between the portion of the net 
worth which has been paid in by the stockholders and the por- 
tion created by profits left in the business, commonly called 
“Profit and Loss Surplus.” ® The book value of the outstand- 
ing stock is the sum of the stock' and surplus accounts, which 

“The New York corporation law permits the “capital” lo consist of either t, 
stated value to be named in the certificate of incorporation or the aggregate 
amount of consideration received by the corporation for the issuance of shares, 
plus such amounts as the board of directors may transfer thereto. For approval 
of the second alternative, see Wildman, J. R., and Powell, W.. Capital Stock 
without Par Value (New York: A. W. Shaw & Co., 1928), pp. 141-142. 



are designated in accounting as the proprietorship or net worth 
accounts. 

The use of par value shares by moneyed corporations, such 
as banks and trust companies, is much more satisfactory than 
their use by so-called mdustrial enterprises. In the first type 
of concern the assets consist chiefly of cash, short-term loans, 
and bonds which represent claims to a fixed number of dollars 
and so tend to haA'-e more constant dollar Amlue than do inven- 
tories and other tangible property. The original investment 
of banks is also generally paid in cash and is therefore much 
more definite in value than the properties Avhich are given in 
payment for the stock of manufacturing, mercantile, and mining 
corporations. These properties consist not only of items like 
real estate, machinery, and inventories, which vary in value, 
but also intangible assets, such as goodwill, patents, and lease- 
holds, the value of which is uncertain and debatable. In such 
ventures, therefore, it is argued that a closer approximation to 
the truth may be had if the capital stock is divided into a speci- 
fied number of shares of no par value, each share simply stat- 
ing that the owner is entitled to a proportionate part of the 
profits of the enterprise and a proportionate part of assets in 
case of dissolution. 

The theory of no par value shares probably originated with 
the so-called “founders’ ” shares commonly used in English pro- 
motions to represent the interests of the promoters, and not an 
actual cash investment. Thus Lough, in Business Finance, 
writes; 

In Great Britain it is a common practice to compensate the orgaiuzer of 
a corporation by giving him a final claim on earnings, which is valid only 
after all the claims of those who have furnished capital have been fully met. 
The .shares which represent this claim are variously known as “founders’” 
shares, “management” shares, and “deferred” shares. Although this practice 
is frequently condemned, it seems at least as defensible as the custom in the 
United States in accordance ndth which the promoter of a corporation re- 
tains, by way of compensation, as much as he can of the common stock. 
Deferred, management, or founders’ sh.ares in England are usually of very 
small par value, most commonly one shilling per share. In case the cor- 
poration succeeds in fulfilling the expectations of its organizer, the founders’ 
shares may come to receive large dividends and to possess a Ingh market 
value altogether out of proportion to their nominal value. Indeed, there 
are instances in which separate companies have been formed in order to hold 
the founders’ shares and to distribute interest in them in a more convenient 
manner.'' 

■‘Lough, W. H., Business Vinawe (New York: Eonald Press Co., 1922), p. 83. 
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The chief objection to par value shares, from an investment 
standpoint, is that false ideas of value may be created by the 
statement of par value on the certificate. If is not at all un- 
common, as first indicated, for the actual cash investment in 
an enterprise to be represented by bonds and preferred stock, 
and for the common stock to represent promotion services, good- 
will, patents, or other intangibles. Whether these intangibles 
are actually carried on the books of the company or whether 
they are submerged by an inflation of tangible assets is imma- 
terial. The essential point is that the par vahie docs not neces- 
sarily represent an original cash investment of that amount, 
nor does it represent an equivalent market, value of assets be- 
hind the stock. So long as this stock is held by the promoters 
who accept it in return for their .services, no harm is done. 
But when, after the organization has been completed and the 
company has been operating for some time, the promoters 
unload the stock on the public, a false impression may be, and 
often is. created. A $100 stock certificate selling at $50 sounds 
like a bargain, although as a matter of faef. no tangible asset 
value whatsoever may exist behind the stock. 

In 1012, the state of New York, after con.siderable agitation, 
amended its corporation law to permit the issuance of stock 
with no par value. Since that time most of the other states 
have done likewise. Following the legal authorization of this 
kind of stock, many corporations have adopted it in corporate 
financing. When no par stock is properly used, the following 
advantages may be said to accrue : 

l'. The misleading, and sometimes fictitious, values which 
arise when units of ownership are given an official nominal 
value are wiped out. 

2. The absence of par value permits the corporation to sell 
its shares from time to time at a price based upon current 
security market conditions. With a par value, stock could not 
be sold for less than par, which is impossible when the market 
price is lower. This may lead to an unwise issue of prior securi- 
ties, although, in order to overcome the difficulty, the corpora- 
tion may be able to amend its charter and lower or abolish 
the former par value. 

The weaknesses which may develop more easily in no par 
than in par value stock are: 
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1. Dilution. Without the limitation of par value, directors 
may sell common stock at such disadvantageously low prices 
for later financing as to dilute the earning power of the shares 
of the old stockholders. 

2. Distribution of capital as dividends. When a substantial 
part of the capital paid in by stockholders is shown as surplus 
rather than as capital stock, as is so generally the case with no 
par stock, it is easier for directors to declare dividends out of 
“capital” when earnings are inadequate, even though the prac- 
tice is contrary to sound policy and is unlawful under some 
conditions. 

3. Taxation. The state may tax stock without par value at 
a somewhat higher figure than it taxes stock with a suitable 
par value.® 

Examples of use of no par stock. The method of showing 
stock without par value in the balance sheet has been sug- 
gested above. To ascertain the book value of a given share, 
the same general rule is followed as for stock with par value: 
the sum of the net worth accounts, capital stock, surplus, and re- 
serves which are surplus under another name, are added together, 
and the total is divided by the number of shares outstanding.® 

For example, the net worth accounts of the International 
Harvester Company, as of December 31, 1934, showed the fol- 
lowing amounts; 


Preferred Stock (par SlOO) $81,672,400 

Common Stock Represented by 4,245,797 

no par shares) 169,831, 880 

Earned Surplus 40,622,312 


Total Capital Stock and Surplus $292,126,592 


The 4,245,797 shares of no par common stock are shown at 
$169,831,880, or $40 per share. When the earned surplus of 
$40,622,312 is added, a total residual, equity of $210,454,192, 

‘ For a more complete discussion of no par stock from the corporation’s point 
of vien^, see Guthmann, H. G., and Dougall, H. E., Corporate Financial Policy 
(New York: Prentice-Hall, Ine., 1940), pp. 89-96. 

“ For further discussion, see Guthmann, H. G., Analysis oj Financial Statements 
(New York; Prentice-Hall, Inc, rev. ed., 1935), pp. 35, 128. Sometimes the 
problem is complicated by stock preferred as to assets but shown in the balance 
sheet at a nominal par or staled value. Such stock may be treated as a prior 
claim for the amount it would receive in involuntaiy liquidation in computing the 
book value of the common stock. Unpaid accumulations on cumulative pre- 
ferred issues should also be treated as a prior claim although not shown as a 
balance sheet item. 
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or almost 150 of book value per share, without the inclusion 
of any surplus reserves results. The reserves for development 
and extensions (§2,015,057), for fire insurance (15,407,712), 
and for contingencies (§5,000,000) apparently do not represent 
allowances for asset valuation or for any definitely known lia- 
bility or loss, and so presumably constitute appropriated sur- 
plus, which amounts to almost $3 per share. Stock without 
par value, as illustrated here, has become very common since 
1920.^ 

Voting control and common stock. It has probably been 
inferred from our discussion of bonds and preferred slocks that 
the voting control, or management control, of the corporation 
frequently rests with the common stockholder. In any event, 
the common stock almost invariably has the majority of vot- 
ing power, even though the voting privilege may be shared 
with the preferred holders. However, the entire voting con- 
trol may go to the preferred holders in cases where dividends 
on the preferred stock have been in default for a certain speci- 
fied period.® 

Division of common into two classes. The statement that 
voting control of the company usually resides with the com- 
mon stockholder needs further qualification, however, in that 
during the-past several years the common stock has been divided 
on some occasions into two classes: Class A, non-voting; and 
Class B, management, or voting, shares. The use of letters 
to designate the twm classes may or may not be made; the essen- 
tial point is the division of common stock into voting and non- 
voting shares.® 


'la the last few years a tendency to restore par value, frequently at a low 
or nominal figure, has been shown. 

'In reorganization the bondholders or other creditors may assume voting con- 
trol, a power which is ordinarily obtained by forcing the stockholders to deposit 
all voting stock in a trust with a board of trustees appointed by representatives 
of the creditors. Under an unusual plan the merchandise creditors in the Good- 
year Tire and Eubber Co. reorganization (1921) not only secured the right to 
designate the trustees for the voting trusts but had a special issue of manage- 
ment stock created. The issue was for a nominal amount, $10,000, and was en- 
titled to preferential dividends not exceeding $30,000 per annum, to be used to 
pay the compensation and expenses of five persons to be designated by the 
merchandise creditors’ committee. This stock had the right to elect a majority 
of the board of directors so long as any first mortgage bonds (issued to pay off 
merchandise creditors) were outstanding. The unpaid balance of these bonds 
was retired by refinancing in 1927 and the voting arrangement discontinued. 

'The student will do well to read Ripley, William Z., Mam Rlrcet and Wall 
Street (Boston: Little, Brown & Co., 1927), especially Chapter IV. 
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Class A stock, dividend priorities. These two classes of 
stock — A and B — ^may be the same in all respects except in the 
matter of voting rights, or the Class A stock may be given cer- 
tain priorities over Class B stock in respect to dividends because 
of its inferior position in the matter of voting power.^" The 
common stock of the United Light & Power Corporation is 
divided into two classes, A and B, which are alike in all respects 
except that sole voting rights are vested in Class B. On the 
other hand the Class A common stock of the Continental Bak- 
ing Company resembles a second preferred stock. It is junior 
in its claim to dividends to an issue of ordinary cumulative pre- 
ferred stock but is preferred over an issue of Class B stock for 
noncumulative dividends of $8 per share and participates 
equally share for share with the B stock in any dividends over 
that amount. The two classes of stock have the same voting 
power. 

Desirability of nonvoting stocks: Dodge Brothers common. 
The use of nonvoting common stocks may have elements of 
distinct danger for the holder, because control of the company 
is lodged in the hands of a few people who usually have a small 
investment in the business, if any. A pertinent example of 
this very situation is found in the recapitalization financing of 
Dodge Brothers, Incorporated, which took place in 1925.^''^ 
Although this company has since passed into other hands and 
the situation here described no longer exists, it illustrates ad- 


*°Tliia usage of classifying tlie common stock for the sole pui'poso of concen- 
trating voting power, rather than for creating a kind of preferred stock, was 
most characteristic of the period of flamboyant financing just prior to the 1929 

An unusual arrangement designed to concentrate not only voting power but 
also earnings participation is illustrated by the former capital structure of Servel 
Coi-poration. There were outstanding 115,000 shares of Class A and 64,000 shares 
of Class B stock, which were owned by the management. In the matter of divi- 
dends the A stock had a preference of $.75 per share, and after this amount and 
a similar amount on the B slock had been paid, the two classes of stock shared 
equally as a class in any remaining earnings. This an'angement gave to the 
smaller number of B shares the same total amount of dividends, after $.76 per 
share had been, paid, as to the larger number of A shares. Furthermore, the 
capital stock was so authorized that only Class A slock could be issued for later 
financing so that the earnings of the Class B stock might subsequently be ex- 
panded through the sale of A stock, which might dilute the per share earning 
power of the latter stock. 

Current examples of nonvotmg stocks are the Class B common of Liggett &• 
Myers Tobacco Co. and the Class B common of The American Tobacco Com- 
pany, The voting control of The Amerioan Tobacco Company is vested in the 
preferred stockholders and the holders of the "common" stock. 
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mirably the undesirable factors of nouvoting stocks. The entire 
stock of the old company was purchased in the early part of 
192o by Dillon, Read & Co., at a price of $140,000,000 in cash. 
From this corporation the purchasers abstracted about $14,000,- 
000 in cash. A new company was formed to which the assets 
of the old comi)an 3 ’ were sold, in return for which the ncn' com- 
pany issued substantially $75,000,000 of 0 per cent debenture 
bonds, 850,000 shares of no par value $7 preferred stock, 1,500,- 
000 shares of Cla.ss A cojnmon, ajid 500,000 share.s of Cla.ss B 
common. Dillon, Read & Co. thereupon sold the debenture 
bonds at 90, and the preferred stock, including as a bonus one 
share of Class A common, at 100. The entire Class B com- 
mon was retained by the bankers. Class A and Class B com- 
mon were alike in all respects, except that Class A had no voting 
power for any purpose and Class B had exclusive voting power 
for all purposes.^" It is apparent that the bankers who origi- 
nally purchased the enterprise, even allowing for liberal selling 
commissions and expenses, received back from the investing 
public, which ultimately purchased the bonds and stock of the 
new company, more cash than was originally paid for the assets 
of the old company. And, in addition, the bankers held exclu- 
sive and irrevocable voting control of the nevv company through 
ownership of the Class B common, a control which represented 
no cash investment at all. 

The situation, therefore, was one where the permanent con- 
trol of the company was in the hands of a group of men who 
had no cash investment whatsoever in the business. Further- 
more, their control was absolute and permanent, so long as 
they held the Class B stock and kept the concern solvent. The 
desirability of a situation of this kind from the standpoint of 
the Class A stockholder is debatable. It is true that the ordi- 
nary minority holder of common stock frequently neglects to 
use his voting power at all, or, when he Uses it. does so in a 
perfunctory way. Yet, where there is but one class of common 
stock with full voting power, control of the company is often 
in the market. That is, the present management, so long as 
things go well, may actually control the company with as little 
as 25 per cent of the stock. In such cases, however, there is 
always the possibility of a coalition of minority holders, if the 
management should adopt questionable policies. In any event 
a vociferous minority interest is a great preventive when there 

’^Commercial and Financial Chronicle, V'ul. 120, p. 1885. 
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is mismanagement. Furthermore, in cases where the manage- 
ment itself has a substantial cash investment in the business, 
it is likely to be more conservative than when it is running the 
enterprise and participating in profits with no investment of 
its own. 

The use of nonvoting common stock is in conflict with the 
old theory that corporations should be run on democratic prin- 
ciples. It is true that complete democracy has never existed 
in corporate finance, except in rare cases. There have always 
been certain investors who were interested not so much in the 
actual fortunes of the concern, as in lending money and in 
securing a fixed return. Such investors have accomplished this 
result by taking notes or bonds, debenture or mortgage, as secur- 
ity, and by relying for safety on the value of the corporate prop- 
erty rather than on management. Even the preferred stock- 
holder occupies a position somewhat analogous to that of the 
creditor, for he gives up his share in the management of the 
corporation in return for the priorities accorded him in the pre- 
ferred stock contract. 

The development of large corporations, where the individual 
stockliolders number in the thousands or hundreds of thousands, 
however, has led corporation lawyers and financiers to seek 
other escapes from the factor of democracy in corporate man- 
agement. For years efforts have been made to concentrate con- 
trol without a larger cash investment, as by the formation of 
holding companies, by voting trusts, and by afiiliations of inter- 
ests among larger stockholders. Through the nonvoting device, 
owners of common stock, who have no protection of substantial 
priority, such as the bondholder or preferred stockholder has, 
are excluded from a voice in management no matter how badly 
affairs are handled by the cHque who control through the vot- 
ing issue, which may represent a promotional group without 
any cash investment. Power is denied those who bear the 
chief burden of risk. 

On the other hand, it is not to be supposed that bankers or 
promoters can use this device in an unlimited fashion without 
assuming some responsibilties, for it has long been recognized 
as a common law principle that those elected to manage the 
affairs of a corporation accept a position of trusteeship. The 
corporate directors have always been obligated to use their 
power of management in good faith, and they cannot deal with 
the corporation to their own advantage. Since the depression 
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of the early 1930’s, a keener sense of this quasi-fiduciary position 
has been apparent.*'* The responsibilities of bankers, directors, 
and officers have been enlarged by law and the activities of the 
Securities and Exchange Commission, 

How common stockholders are classed. Inasmuch as com- 
mon stock represents the residual ownership in an enterprise, 
it may be said to represent, ownershij') in economic goori.s — that 
is, factories, machinery, inventories, and all the other assets of 
the corporation. The common stockholder, therefore, in the 
typical corporation using credit, must be classed distinctly a 
debtor and not as a creditor. This position ari.ses whenever 
part of the corporate capital is acquired through the sale of 
bonds and notes, or of preferred stock. While legally preferred 
stock represents an ownership in the business, from an economic 
point of view it differs but little from bonds. This divi.sion 
of the security holders of a corporation into two classes, creditor 
and debtor, emphasizes one of the most fundamental distinc- 
tions that can be made between common stock and all other 
types of securities, including even preferred stock where it is 
not participating. 

Since he occupied the position of the residual owner of the 
business, after all fixed obligations have been met, the common 
stockholder profits when prices rise and is at a disadvantage 
when prices fall. This is so obvious as to need little explana- 
tion. During a period of rising prices the residual equity of 
the business is worth more, if only because the physical assets 
of the business appreciate, Furthermore, rising prices usually 
mean increased profits, for inventories and goods in process in- 
crease in value before the manufacturing and selling processes 
are completed. Finally, it becomes increasingly easy to meet 
debts during a period of rising prices or depreciating money 
values, since dollars, in terms of goods, are relatively cheap.** 

Common stock and normal growth. Another source of gain 
to the common stockholder, however, accrues quite* independ- 
ently of fluctuating prices. We refer to the gradual increase 
in population and to the consequent long-time growth in the 
earning power of any well-managed business that can thereby 


’“For an early attack upon this problem, see Berle, Adolf A., Jr,, “Protection of 
Non-Voting Stock,” Harvard Business Review, Vol. 4, pp. 257-266. The New 
York Stock Exchange has refused since 1926 to list nonvoting common stock. 

“Note, however, the special problems of the regulated public service corpora- 
tions in meeting a rising price level. See page 269. 
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enjoy an expanding market. A corporation which finances 
extensions largely out of current earnings may continue year 
by year to increase the earning power, as well as the asset value, 
behind its common stock, simply because its markets expand 
as population increases. As this growth takes place, the com- 
pany is in a position from time to time to pay dividends in stock 
that represent recognition of those surplus earnings which 
are reinvested from year to year in the business instead of being 
paid out as cash dividends. 

An illustration of this process was given in the picture of 
growth of the F. W. Woolworth Company in Figure 4 (page 90). 
The student of American industrial expansion will find a great 
many similar companies. As population growth slackens, how- 
ever,, it becomes more and more necessary to search carefully 
in order to locate industries and companies that continue to 
have growth possibilities permitting a profitable retention of 
earnings. 

Two dangers beset the investor. The first is that he may 
pay so high a price for such stocks as to counterbalance the 
profit potentialities. Companies such as American Airlines 
(transport), United Aircraft (manufacture of aircraft), du Pont 
(chemicals), and International Business Machines (manufac- 
ture and rental of statistical machines) have come to be so popu- 
lar as to sell generally at prices that discount considerable earn- 
ings growth. The second danger is that signs of senility may 
be overlooked. An industry may reach the stage where its mar- 
kets are no longer increasing. It may either have reached the 
saturation point or it may be losing position to substitutes. 

The operation of this method of accumulation by investment 
in common stocks with growth possibilities is indicated more 
fully in the illustrative material given later in this chapter. 
Annual earnings of such issues will fluctuate from year to year, 
reaching abnormally high levels during good years and sinking 
to low levels during years of depression, but over a period of 
years the retention of earnings ^ould reflect itself in growing 
investment and earning power for the common shares. Because 
of the concealing effect of stock subscription rights and stock 
dividends, as they are ordinarily employed, upon the figures in 
which this growth is reflected, they will be analyzed at this point 
before our discussion of the investment performance of com- 
mon stocks is concluded. , 
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Effect of rights and stock dividends on market value of 
common stocks. The extent to which the market value of a 
corporation's stock equity advances as corj^orate earnings ad- 
vance is not always reflected accurately by the current quota- 
tions for its stocks on the exchanges. The reason for this situa- 
tion is tliat corporations frequently give stockholders rights to 
subscribe to new stock at less than the current market quota- 
tion, or else declare stock flividends, either in terms of their 
own shares or through the shares of subsidiary companies. We 
shall trace briefly the effects of such operations on the market 
value of the individual shares of a corporation’s stock, with 
the idea of showing that the current quotations for the corpo- 
rate stock cannot always be used to determine changes that 
take place in the value of the concern’s total stock equity. 

Let us consider, first, a corporation that frequently issues 
rights to its stockholders to subscribe to new capital stock. 
The common shares of corporation A, we shall assume, sold at 
150 on January 1, 1934. On January 2. 1934, stockholders were 
allowed to subscribe to one new share for each two old shares 
held, at $100 a share,^’’ The holder of 100 shares, then worth 
$15,000, thus had the right to acquire 50 more shares by increas- 
ing his investment by $5,000. His total investment, immedi- 
ately after this operation, would have had a value of $20,000.''” 
Let us now assume that, by January 1, 1937, the stock of this 
company was selling at $140 a share and that further rights 
had been declared, permitting the stockholders to subscribe at 
par to one new share for each three shares held. Our investor, 
having 150 shares of stock, again acquires 50 new shares by 
investing $5,000. If we were to compute the value of his hold- 
ings immediately after this operation, we should find that it 
would equal the value of his holdings on January 1 (140 x 150, or 
$21,000) plus $5,000, or $26,000 in all. Suppose now that on 
January 1, 1941, the stock is quoted at 145. The question is: 

’'The rights so accorded are known as .subscription rights. The rights attach- 
ing to each share of stock, which in the present case give the stockholder the 
right to subscribe to one-half share of stock, are known as New York rights. The 
right to subscribe to one new share of stock, in the present case consisting of two 
New York rights, is known as a Philadelphia right. 

“This will be explained more fully in a later part of this chapter. For the 
time being it is sufficient to point out that on Januaiy 1 his holdings had a 
market value of $15,000. The holder, by subscribing to new stock, adds $5,000 • 
to his investment. Hegardle.ss of what takes place subsequently, the value of his 
150 shares will be $20,000 immediately after the subscription was consummated. 
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Has the investor made a capital gain during the period, -even 
though the “per share” market quotation for his stock was less 
in 1941 than on January 1, 1934? This we can answer by going 
back to 1934 and noting the facts as they actually occurred. On 
January 1, 1934, our stockholder had an investment with a mar- 
ket value of $15,000. Since that tune he added $10,000 in cash 
and, on January 1, 1941, he had 200 shares of stock worth 145 
a share, or $29,000 in all. Thus, although the stock was quoted 
at 150 on January 1, 1934, and at 145 on January 1, 1941, the 
investor, had he availed himself of his rights to subscribe, would 
have enjoyed a capital gain of $4,000.^’^ 

Now let us consider the position of an investor had he sold 
his rights instead of exercising them by subscribing to new stock. 
The first question is: What would these rights be worth? This 
we may find out by referring again to our figures. The holder 
of 100 shares on January 2, 1934, had the right to subscribe to 
one share of new stock for every two shares of old stock held. 
This privilege must have had a value, since the subscription 
price was less’ than the market value of the stock. Had the 
original owner of the rights not wished to subscribe, he could 
have sold his rights to someone who did. However, the value of 
rights is not so great as one might at first infer. Immediately 
after a stock goes “ex-rights,” its value declines. (A stock is 
“ex-rights” after the date set by the corporation for determining 
the list of stockholders of record to whom the rights are to be 
issued.) Let us again refer to our example. On January 1, 
1934, two shares of stock represented an equity in the corpora- 
tion worth $300. On January 2 the corporation receives $100 
in cash for each new share of stock issued, which amount in- 
creases the value of the equity behind two old shares to $400; 
at the same time, however, this operation results in increasing 
by 50 per cent the number of shares outstanding. There are 
now three new shares for two old ones. The stock accordingly 
declines in market value to 

— = $133.33 per share 


The rights attaching to one share of stock, therefore, will be 
worth 


$ 33,33 

2 


$16.66 ‘ 


” Computed bj' taking his January 1, 1934, holdings at $15,000, adding thereto 
a subsequent cash investment of $10,000, and subtracting from $29,000. 
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That is, for each two shares of old stock, the holder, by adding 
-SlOO, may acquire a share of stock ’about to hat'e a value of 
$133.33. One half of the premium represents the value of the 
rights attaching to a single share. The value of this privilege 
may be computed by the following formula, where X is the re- 
quired value, P the difference between the market and the sub- 
scription prices, and R the percentage rate of increase ; 

V _ 

“ l+K 

To revert to our figures, the holder of 100 .4iarcs who, on 
January 2, sold his rights instead of exerci.sing them received 
$1,060 in casii. On January 2, 1937, the total value of his rights, 
similarly computed, was $1,000. The total sum realized by the 
sale of rights therefore amounted to $2,000.00. On the other 
hand, there is a loss of $500, because our second investor's stock 
was quoted at only $145 a share at the end of the period, con- 
trasted with a quotation of $150 at the beginning of the period. 
The total net gain in this case is therefore $2,166. 

It is important for us to understand why the gain is less in 
the second case than in the first. The essential reason is that 
when a stockholder sells his rights instead of exercising them he 
really disposes of a part of his investment in the enterprise. In 
the present case, after the first rights had been exercised, the 
stock fell in value from $150 to $133.33 a share, an amount 
represented by the value of the rights attaching to each share. 
Consequently, the man who sold his rights invited a new holder 
to acquire new stock by adding to the corporation’s assets only 
$100 for each share acquired, as contrasted with a previous value 
for this equity of $150. The value of the total assets, or net 
worth, of the corporation is thus increased at a slower rate than 
is the number of shares of common stock outstanding. The 
holder who fails to exercise his rights therefore suffers a loss in 
his proportionate ownership ii^ the corporation’s assets, the 
amount of the loss being measured by the value of his rights. 
In each instance the stock recovered some of the losses incurred 
when it sold "ex rights.” The first man, by increasing his hold- 
ings in both instances, carried more stock than the second, and 
therefore made a profit on a greater number of shares as the re- 
sult of the price advances in the stock. 

Effect of stock dividends on current quotations. A second 
type of operation that destroys the validity of current stock 
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quotations as a measure of the real increase in the market value 
of corporate equities is the declaration of stock dividends. Let 
us assume that corporation A, of whose common stock our in- 
vestor holds 100 shares, declares a stock dividend of 100 per cent 
payable January 2, 1934, to the stockholder^ listed on the books 
of the corporation on January 1, 1934. On January 1 the stock 
is quoted at 150. On January 2 the- stock sells “ex dividend” 
at $75 per share, for two shares are now outstanding in place of 
one old share, although no change has taken place in either the 
assets or the earning power. By January 1, 1937, however, the 
stock advances to 100. On January 2, 1937, another stock divi- 
dend of 50 per cent is paid, and on January 1, 1941, the stock 
sells at $90 a share. What is the market value of the equity 
represented by one original share of stock? On January 2, 1934, 
our investor got one share of new stock for each old'share held, 
giving him at that time a total of 200 shares. On January 2, 
1937, he received 100 more shares, giving him 300 shares in all. 
The value of his holdings was $15,000 on January 1, 1934, and 
$27,000 on January 1, 1941. Thus, although the stock was 
quoted at 60 points less in 1941 than on January 1, 1934, there 
had been an increase of 80 per cent in the value of this man’s 
original holdings, and he was not required to advance any more 
cash. Much the same process takes place when the stock of 
subsidiary companies is used to pay a dividend. Unlike a stock 
dividend, such a distribution diminishes the amount of assets of 
the corporation, but like the stock dividend, it leaves unchanged 
the total value of what the stockholder owns. He merely owns 
directly what he previously owned indirectly through his cor- 
poration. 

The ordinary market averages as quoted in current publica- 
tions fail, over a period of years, to show in true fashion the in- 
crease that takes place in the market values of stock equities. 
In most of the charts published, the curve for industrial stock 
prices fails to give a correct idea of the real increase that takes 
place in the market values of ownership equities over the period 
covered, and the reason is that many corporations give subscrip- 
tion rights to their stockholders and declare stock dividends 
during the period. 

Figure 10, however, which is constructed on an entirely dif- 
ferent principle, shows the way in which ownership equities in 
corporations increased over a period of years. Here it is assumed 
that an investment of approximately $1,000 is made, on January 
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1, 1901, in the common sliares of twenty representative common 
stocks, chiefly industrial, at the then existing prices. The mar- 
ket value of this original investment of about $20,000, with 
proper adju.siment tuv stock dividends and rights, is then traced 
through each year for the period from 1001 to 1932. 



Figure 10 — An Index of the Price Level for Industrial Stocks, 
Showing Long-Term Upward Trend. 


STOOKS USED 


American Agr. Chein. 
American Car & Foundry 
American Coal Mining 
American Ice 
American Linseed 
American Malting 
American Smelting 
American Sugar Refining 
American Tel. & Tel. 
American Tobacco 


American Woolen 
Consolidated Gas of N. Y. 
General Electric 
International Paper 
National Biscuit 
Pacific Mail 

Standard Oil of New Jersey 
U. S. Leather 
U. S. Rubber 
[T. S. Steel 


A study of the chart shows the variations in the market value 
of the principal over a substantial period. The stocks selected 
were industrial equities, except for American Telephone & Tele- 
graph and Consolidated Gas of New York, and were drawn from 
the largest companies at the time of original selection. Since 
in this, as in any list of any size, are included a number of com- 
panies which have fared badly, the certainty of achieving good 
results is dependent upon diversification, preferably among 
twenty or more reasonably well-selected common stocks. The 
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factors which operate to give such satisfactory capital gains will 
be summarized after certain other studies have been surveyed. 

Common stocks versus bonds. Several interesting studies 
have been made hr recent years with the idea of determining 
the relative investment merits of common stocks. One of the 
very first important statistical studies was published in 1925 
under the title Common Stocks as Long Term Investments}^ 
The risks of bond investment and the advantages of common 
stocks when the commodity price level is rising were clearly 
indicated. A number of hypothetical tests were made, covering 
various periods, to determine the relative income and apprecia- 
tion which would have been derived from the investment of 
$10,000 in high-grade bonds and a similar sum in common stocks. 
The results of these tests are summarized in the following 
table 




Total Advantage 

Test No. 

Period 

of Stocks over Bonds* 

1 

1901-1922: 22 years 

816,400.94 

2 

1901-1922: 22 years 

9,242.26 

3 

1901-1922: 22 years 

21,954.72 

4 

1880-1899: 20 years 

12,002.04 

5 

1866-1885; 20 years 

2,966.85 

0 

1866-1886: 20 years 

-1,012.00 

7 

1892-1911; 20 years 

11,723.80 

S 

1906-1922: 17 years 

6,651.01 

8a 

1906-1922; 17 years 

4,938.08 

9 

1901-1922; 22 yearst 

13,784.72 

10 

1901-1922: 22 yearsf 

3,329.72 

11 

1901-1922: 22 yearsf 

17,140.25 

* Baaed on an investment 

of approximately SIO.OOO in ' 


stooka of large companies and an equal amount of high-t 
t Railroad etooks. 

iradebondB. 


The stocks used in these tests were selected on an arbitrary or 
mechanical basis in order to avoid the danger of being influenced 
by hindsight. In nearly all cases the stocks used were the ten 
most active stocks at the beginning of the period studied. No 
effort was made to select “sound” stocks. Probably a greater 
profit might be expected had this been done, although this pos- 
sibility is made to appear somewhat doubtful by the results of a 
comparative study, cited below, in which the actual investment 
record of a group of fire insurance companies in common stocks 
showed smaller profits than accrued from a theoretical commit- 

“ Smith, Edgar L., Common Stock as Long Term Investments (New York; 
The Macmillan Co., 1926). 

‘'"md., p. 20. 
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ment in the stock market leaders included in the Dow-Jones 
averages. Varying periods were likewise used in an effort to 
cover intervals of falling as well as of rising prices and to use 
years unfavorable as well as favorable for beginning and ending 
the two investment programs. In every ease except one, it will 
be observed that the results are more favorable to the purchaser 
of stocks than to the purchaser of bonds. However, the limita- 
tions of the study are indicated by the fact that although twelve 
cases are given, they represent only five different initial years 
(1866, 1880, 1892, 1901, and 1906) and four different final years 
(1885, 1899, 1911, and 1922). An important criticism is that 
only three of the cases (Nos. 4. 5, and 6) fall within a period 
marked by deelining eoznmodity prices — that is, between the 
years 1865 to 1896. Of the three cases which do fall within such 
a period, one case is favorable to bonds (No. 6), another shows 
one of the lesser differences (No. 5), and only the third (No. 4) 
shows a distinctly favorable balance for common stocks. Fur- 
thermore, although in Test No. 4 the common stocks were stated 
■to be those of five industrial and five railroad corporations, the 
five industrials were more nearly of the utility type (Adams Ex- 
press, American Express, Wells Fargo Express, Pullman Palace 
Car, and Western Union Telegraph), which tends to fare better 
than industrials in a period of declining commodity prices, be- 
cause operating expenses tend to adjust to the decline more 
rapidly than their somewhat inflexible rate structures. 

The analyses of Rose are of greater interest because: (1) they 
included actual investment records as well as hypothetical cases; 
(2) the results were presented as annual rates of return at com- 
pound interest; and (3) the results were also shown on an annual 
basis so that they could be studied with any desired begmning 
and ending years, thus eliminating the influence of arbitrarily 
selected beginning and ending dates.®" The experience of the 
twenty-five largest fire insurance companies was examined for 
the twenty-twp years 1905 to 1926, inclusive. These companies 
were used because they are permitted to invest in both stocks 


““Rose, Dwight C., Vol. I, A Scientific Appioach to Investment Management 
(1928); and Vol. II, The Practical Application oj Investment Management (1933). 
(New York: Harper & Bros.) Certain figures are continued to 1938 by Rose in 
“Relation of Investment Policy to Result of the Twenty-five Largest U. S. Fire 
Insurance Companies,” Investment Counsel Annual, 1930, pp. 124-143, This 
further comparison is still favorable to stocks but the importance of the period 
selected for study may be .seen in Chart HI, page 127. Average return from 
bonds 1908 to 1938 — 4.43%: from stocks — 6.05%. 
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and bonds and published regular reports. The period was one 
highly favorable to common stocks as compared with bonds. 
The rate of return was computed for each year as the amount 
of cash income (interest or dividends) plus any market apprecia- 
tion or minus any depreciation in relation to the market value 
of the given investments at the beginning of the year. On this 
basis, the average annual return earned during the period by 
these companies from bonds was 4.73 per cent as against 7.24 
per cent from all stocks. Unfortunately the data did not per- 
mit separate computations for preferred and common stocks, but 
the former averaged only about one fourth of all stocks held over 
the period studied.'^ The higher return from stocks was chiefly 
the result of appreciation, rather than higher dividend yield, and 
came mostly from the common stocks. The company that 
showed the highest average return, 6.37 per cent, held a large 
proportion of stocks, 61.2 per cent of total assets; while the 
company with the lowest return earned but 3.92 per cent and 
had a high proportion of bonds. The corresponding averages 
Carithmetic means) for the 27-year period ending five years later 
in 1931 were 4.95 and 3.02 per cent, respectively. (Had the 
latter percentages been computed by the correct geometric mean, 
as suggested in footnote 26 below, they would have been 4.55 
and 3.22 per cent, respectively.) The asset proportions of these 
two companies are shown in the following table 


PERCENTAGE STATEMENT OP ASSET DISTRIBUTION: 1926 


Bonds 

Common Stocks 

Preferred Stocks 

Total Bonds and Stocks . . . . 

Mortgages and Collateral Loans. 

Bank Deposits 

Ileal Estate 

Total Assets 


Company with Company with 
Highest Return Lowest Return 


26.1% 73.0% 

38.8 11.2 

22.4 1.1 



.9 2.7 

8.4 7.0 

4.4 6.0 


100 . 0 % 100 . 0 % 


The performance of the common stock market leaders which 
constituted the Dow-Jones industrial and railroad stock aver- 
ages during this period was much more spectacular. The aver- 

Vol. II, pp. 41, 44. 

■^IbuT., Vol. I, p. 112. 
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age annual return for each group and the amount arising from 
appreciation alone are shown in the following table 


ANNUAL AVERAGE RETURN AND APPRECIATION FROM 
INDUSTRIAL AND RAILROAD COMMON STOCIvS 
INCLUDED IN DOW-JONES SERIES* 


renod 

Jiin. 1, 1901 to Jan. 1, 1910. . . . 
Jan. 1, 1910 to .Inly 1, 1921 . . 
.luly 1, 1921 to , Jan. 1, 1928... . 
Total Peiiud; 1901-1928 . . . 


Railroads 

Total 

keturn A pprevialiim 

8.80% 0.14%! 

- .62 -.5.32 J 

19.44 14.60 

7.24 2.70 


" Uooasionally iadudea preferred stock, usually apciiulativo. 


iNDtISTHIALS 

Total 

Return Appreciation 
11.90%, 4.48%', 

23.90 18.02 

13.20 7R0 


The same series, when carried to January 1, 1933, showed sub- 
stantially lower percentages. The average rate of return, in- 
cluding both cash income and apiireciation or depreciation for 
the 32-year period 1901 to 1932 inclusive, was but 1.30 per cent 
for the railroad stocks and 7.84 per cent for industrial stocks. 
The appreciation factor alone would have equalled a negative 
return of -3.52 per cent for the railroad stocks and a positive 
return of 2.40 per cent for industrials.-"* 

One of the most careful comparative studies of preferred and 
common stocks is that of Jackson, covering corporations with 
both types of issues quoted on the leading stock exchanges of 
the country for the years 1887 to 1925.-'’ The results as a whole 

^ Ibid., Yol I, pp. 139, 147. 

‘^Ibid., "Voi. II, pp. 230, 244. The peiceatages were not given as in the pre- 
vious volume and so were computed from the data, the geometric mean suit- 
able for semiannual compound interest being used, as it was by Rose in the 
table shown above, for the years 1901-1928. The 32-year accumulation from 
an initial $100, the return compounded semiannually, amounted to $145.79 for rail 
stocks, and $1,172.69 for industrial stocks. The “appreciation" factor alone would 
have reduced an initial $100 to $32.12, giving a net lo.ss in the ca>--e of rail stocks, 
and would lia^'e incica.<?ed it to $214.64 for inchistrial stoek-s. 

■“’Jackson, James Roy, “Common and Preferred Stocks as Investments,’’ Journal 
of Business, July and October, 1928, Vol. I, pp. 294r-323. 397—410. A .statement on 
methodology is given, valuable to the student because some writer.s have evon 
employed faulty mathomatic.s which bias the results in favor of common .stocks. 
Two frequent errors of this type are: (1) the failure to allow for compounding 
of interest in measuring the influence of appreciation; and (2) the use of the 
arithmetic mean in averaging rates of return for a period of years. For example, 
the first enor would treat 100 per cent appreciation over a ten-year period as 
amounting to 10.0 per cent per annum, when actually such appreciation equals 
7.0 per cent interest, compounded semiannually. An example of the second enw 
may be shown by taking the arithmetic mean of an appreciation of 100 per cent 
in one year followed by a 60 per cent depreciation^ which would give an “average’" 
of 25 per cent gain per year. Actually, the two Ranges repre.sent a zero gain, a 
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were favorable to common stocks as compared with preferred 
stocks when the return is regarded as the sum of dividends and 
appreciation. The results are stated by years in the table on 
page 257, both in annual and in summary form for the whole 
period.-'* 

The table shows that, although the common stock return aver- 
aged higher in all three groups, it was higher in only 19 out of 
the 39 years for railroad issues and in but 19 out of 37 years for 
industrial issues. Jackson concludes;-' 

In general, the investor who could afford to diversify earned a larger return 
by buying common stock, but we must remember that our results, in large 
measure, are drawn from a period of rising prices. The investor who could 
not diversify/ but who bought common stock, did better or worse, depend- 
ing for the most part upon bis good fortune or good judgment in picking the 
right companies, not prinrarily because he picked common stock in preference 
to preferred stock. 

Such data as he found available pointed to this conclusion. 
Thus the few railroad stocks available in the period 1886 to 1896, 
the latter year marking the end of a period of declining com- 
modity prices, showed an average annual return of but 0.9 per 
cent for the common issues as against 6.6 per cent for the pre- 
ferred issues. The industrial common issues from 1891 to 1896 
showed a negative average annual rate, -0.4 per cent, as against 
4.5 per cent for the preferred issues.-® These results appear at 
variance with those of Rose, which during a later period showed 
that industrial common stocks enjoyed a return in greater excess 
over normal interest rates than would seem to be explainable 
solely from the changes in the commodity price level.®® How- 

reault which is obtained from the geometric mean of the relatives (one plus the 
percentage of return or gain). The formula for the average return per period 
thus computed would be : 

VdTfO (1 

in which t is the annual or semiannual rate of return and n the number of 
interest periods. Since appreciation and extreme price fluctuation are more 
characteristic of common stocks than either preferred stocks or bonds, both 
of the errors mentioned tend to make for a superior showing of the common 
stocks. 

pp. 312, 313, 314. The rates of return in the summary are computed 
from the tables on pp. 400, 402, 404. 

Ibid,, p. 416. 

^Ibid, Computed from tables on pp. 400, 402. 

®Eose, Dwight C.. Vol. I, A Scienlific Approach to Investment Management 
(1928), p. 138; and Vol. II, The Practical Application of Investment Management 
(1933), p. 62. (New York; Harper & Bios.) 
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ANNUAL RATES OF RETURN fCASII INCOME AND APPRECIATION/ 
ON LISTED PREFERRED AND COMMON STOCKS 


(Return Measured for Twelve Months Ending May 1 of Given Year) 

RaIMIOADS iNDUSTniALS POBUG UTILITIES 


Year 

Common 

Preferred 

Common 

Preferred 

Common 

Preferred 

1887 

66.5 

39.8 

- 39 

53.6 



1888 .... 

. -21.5 

-11.3 

60.1 

12.7 



1889 

3.2 

35.0 

-36.6 

6.7 



1890 

. . . . 18.9 

17.6 





1891 

. . - 7.1 

- 4.1 





1892 

. . . 17.7 

14.3 

22.2 

23.2 

37.7 

18.8 

1893 

-16.0 

- 8.6 

10.4 

4.1 



1894 

... -21.2 

-16.0 

-14.9 

-11.5 



1895 .... 

5.3 

6.0 

1.3 

9.1 



1896 

... -10.6 

4.5 

-15.6 

0.8 



1897 

9.6 

- 6.7 

-18.3 

- 4.4 



1898 

. . 42.7 

33.9 

33.3 

17.1 



1899 

. . . 60.5 

55.3 

134.5 

72.2 

2^2 

22.9 

1900 .... 

17.0 

7.8 

-24.4 

- 5.3 

79.2 

39.4 

1901 

. . . 108.7 

46.8 

23.3 

9.6 

22.5 

12.1 

1902 

. . . 37.2 

17.6 

15.3 

13.0 

24.8 

12.6 

1903 .... .* 

... - 9.3 

- 6.9 

- 6.5 

- 1.5 

-45.7 

-23.4 

1904 

... -24.6 

-13.7 

-29.3 

- 8.9 

-19.4 

- 4.8 

1905 

. . 46.6 

29.0 

86.6 

41.3 

85.4 

27.7 

1906 . . . 

13.9 

7.2 

31.3 

9.3 

14.1 

1.8 

1907... . 

. . -18.7 

-12.2 

-10.8 

- 4.4 

-12.0 

- 7.8 

1908 

. ... -16.6 

-14.6 

-18.2 

- 7.8 

-25.7 

-13.6 

1909 

74.2 

48.1 

54.4 

31.3 

54.2 

35.3 

1910... . 

. . . . - 6.8 

- 2.3 

3.5 

1.8 

3.2 

0.7 

1911 

. . - 2.1 

1.3 

0.1 

6.5 

1.6 

0.3 

1912 . . . 

3.2 

5.4 

16.9 

6.2 

6.1 

7.7 

1913.. . 

. ... -17.8 

-13.7 

-10.6 

- 2,6 

-14.3 

- 5.1 

1914 

. .. -16.3 

-14.9 

4.3 

4.1 

-10.2 

- 2.7 

1916 .... 

2.9 

- 5.9 

11.5 

- 3.4 

7.9 

- 1.7 

1910 

. . . 16.9 

5.5 

76.4 

40.7 

4.5 

- 1.4 

1917. .. 

4.7 

- 1.7 

13.3 

0.1 

- 5.8 

- 7.6 

1918 

. ... -33.9 

-18.5 

- 6.4 

- 5.4 

-12.6 

-16.1 

1919 

. . . 28.5 

13.4 

50.5 

26.6 

- 7.8 

- 9.8 

1920 

. ... - 6.2 

- 7.6 

17.4 

1.4 

-14.7 

-20.2 

1921 .... 

1.6 

- 1.6 

-14.2 

- 3.7 

12.6 

7.3 

1922 

, . . . 48.8 

41.4 

21.3 

15.5 

35.1 

23.8 

1923 .... 

... - 9.9 

- 3.1 

4.1 

4.4 

49.1 

16.5 

1924 

. . . 13.3 

16.3 

-12.4 

- 3.0 

- 1.7 

0.5 

1926 

. . . . 69.6 

34.7 

42.1 

26.0 

52.2 

21.5 



258 


COMMON STOCKS 


SUMMAliV OF TOTAL RESULTS FOR WHOLE PERIOD 
jVccumulntion from $100 

in Initial Year. . $2,115.00 $1,106.00 $2,759.00 $1,238.00 $700.80 $224.90 
Equivalent Average Rate 
of Return per Annum 
(.semiannual com- 
pounding! 7.8% 6.3% 10.0% 7.6% 7.3% 3.0% 

ever, a considerable number of leading industrial corporations 
have bonds and preferred stock outstanding, and the apprecia- 
tion of property and inflation of profits accruing from the invest- 

MARKET VALUES AND CASH INCOMES OF BONDS AND COMMON 
AND PREFERRED STOCKS OF TEN INDUSTRIAL CORPORATIONS 
WITH FUNDED DEBT 


(Market Values as of January 2 of Given Year) 



. Makket Vame 

. Dividends 

Interest on 

Year 

Common 

Preferred 

Bomh 

Common 

Preferred 

Bonds 

1908. .. 

.$10,000.00 

$10,000.00 

$10,000.00 

$ 446.22 

$ 548.04 

$ 814.15 

1909. . . 

20,420.75 

14,797.89 

11,437.71 

429.67 

618.71 

613.14 

1910. . . 

26,839.61 

16,788.29 

11,739.86 

375.24 

671.65 

608.10 

1911'. .. 

18,598.27 

14,077.88 

11,490.09 

272.94 

671.65 

568.73 

1912. . . . 

14,860.28 

12,446.82 

11,095.21 

189.61 

708.69 

568.32 

1913. . . . 

16,168.33 

12,884.33 

11,146.85 

266.18 

1,602.06 

• 681.32 

1914. . . . 

11,298.73 

11,440.17 

10,659.95 

287.18 

757.71 

569.91 

1915. . . . 

10,915 51 

10,762.33 

10,450.10 

474.41 

651.26 

559.13 

1916. . , . 

24,024.95 

13,085.28 

10,875.02 

1,267.89 

2,173.02 

666.19 

1917. . . . 

33,012.20 

13,503.87 

11,017.49 

2,282.80 

1,364.29 

566.19 

1918. . . . 

24,468.93 

11,646.14 

10,318.29 

2,252.50 

934.67 

676.41 

1919. .. . 

24,431.74 

11,991.01 

10,422.31 

1,658.71 

1,074.78 

576.41 

1920.... 

40,744.91 

13,091.88 

10,373.15 

1,474.82 

1,004.30 

, 478.66 

1921 .... 

20,987.88 

10,480.44 

9,252.13 

724.37 

744.65 

570.09 

1922 

20,912.32 

10,663.01 

10,143.83 

364.78 

583.05 

570.09 

1923 

23,819.67 

10,877.77 

10,441.49 

762,64 

772.16 

570 09 

1924. .. 

23,089.21 

10,519.80 

10,298.06 

1,299.65 

709.67 

581.70 

1925. . . . 

32,344.06 

11,270.67 

10,683.69 

1,407.28 

694.58 

591.43 

1926. .. 

40,446.58 

11,696.04 

10,752.26 

1,679.84 

694.58 

608.23 

1927 

39,803.83 

12,068.07 

11,175.37 

1,967.65 

783.61 

608.23 

1928 

51,833.69 

13,647.74 

11,492.67 

2,020.73 

714.83 

601.89 

1929 . . 

70,936.42 

13,413.91 

11,116.41 

2,367.01 

654.94 

619.66 

1930 . . . 

53,418.32 

12,608.59 

11,085.44 

1,635.97 

796.28 

616.25 

1931 

29,078.16 

9,247.64 

10,533.88 

1,606.52 

662.66 

615.36 

1932 . . 

10,629.76 

4,595.89 

8,000.57 




Totals 




$27,603.41 

$20,391.42 

$13,989.67 , 


ment of these claimants to a fixed amount would logically lead 
to profits for the common stock in excess of what might be ex- 
pected from a measurement of the rise in commodity prices. In 
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turn, coniinoii stocks in corporations that use borrowed or pre- 
ferred stock funds would be likely to suffer more than is usual 
in a period of deflation. 

Rodkcy has also prepared a valuable and interesting study 
comparing common and preferred stocks of leading corporations 

MARI<15T VALUES AND CASH INCOMES OF COMMON AND 
PREFERRED STOCKS OF TEN INDUSTRIAL CORPORATIONS 

without funded debt 

(Market Valups as of January 2 of Given Year) 


Mabkkt Value Dividends 


Year 

• ConiMim 

Prrfrmd 

('mnnmn 

Preferred 

1908 

. . . $10,000.00 

$10,000.00 

.? 262.87 

$ 894.44 

1909. . . . 

17,010.90 

13,243.15 

366.23 

899.(U 

1910 . . . 

. . . 20,487.19 

14,086.64 

308.57 

912.86 

1911. . 

13,411.68 

12,109.65 

283.26 

851.18 

1912 . . , 

13,925.45 

12,412.21 

292.62 

839., 39 

1913 

18,299.55 

13,088.00 

283.26 

744.33 

1914 . 

17,542.94 

12,425.00 

434.24 

693,47 

1915 . . 

. . . 15,251.08 

11,912.87 

283.26 

642.60 

1910.. . 

. 37,089.00 

14,979.33 

730.95 

716.99 

1917 . . 

. . , 34,049.66 

16,118.52 

1,429.39 

1,137.81 

1918 . . . 

. . .38,331.08 

10,560.96 

1,221.41 

i.sn.k) 

1910. . . . 

67,730.85 

18,980.04 

2,941.50 

1,482.32 

1920, 

.... 97,446.14 

20,188.10 

4,454.18 

1,475.02 

1921 . . . 

. . . 62,441.64 

17,462.06 

2,002.04 

1,219.96 

1922 

. . . 47,796.04 

15,143.24 

816.31 

578.30 

1923 

. . 52,036.65 

16,313.43 

943.64 

573.16 

1924 . . . . 

. . . 42,500.94 

14,295.70 

1,003.62 

590.78 

1925 

62,217.52 

17,804.58 

2,817.49 

1,369.91 

1920 . . . 

71,111.77 

20,337.48 

3,095.43 

1,629.13 

1927 

.... 74,674.89 

20,363.96 

3,812.71 

1,589.24 

1928 

91,606.16 

21,680.61 

4,600.86 

1,188.74 

1929 

.... 105,616.99 

21,232.66 

4,048.93 

1,062.77 

1930 

. . . 86,697.05 

19,159.81 

3,081.92 

1,061.44 

1931 .... 

36,874.01 

16,969.34 

1,602.51 

1,045.14 

1932 . . 

16,663.13 

11,113.63 



Totals $41,777.10 $24,710.57 

whose securities were listed and most active on the New York 
Stock Exchange during the period 1908 to 1932.*® Two of the 


““Rodkey, R. G., Preferred Stocks as Long-Term Investments (Ann Arbor: 
University of Michigan, Bureau of Business Research, 1932) . In addition to 
tests shown here, others are given for railroad companies in which preferred 
stocks are sometimes preceded by bonds. Of two tests made of industrial 
preferreds not preceded by any bonds, the test in which the list was selected on 
the basis of market actirity of the prt'feired rather than of the common is used 
here. The whole study merits a careful perusal by the student of investments. 
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tables are reproduced above: the first comparing the market price 
performance and cash income of the bonds and preferred and 
common stocks of a group of ten corporations; and the second 
showing similar data for a group of ten corporations with capital 
structures consisting solely of preferred and common stocks.®^ 
The tables indicate clearly the greater price and income varia- 
tions of common stocks as compared with preferred stocks, and 
in turn the greater stability of bonds in these two respects over 
either of the two kinds of stock. The choice of both the initial 
and final years give the results an appearance which may in- 
fluence the reader unduly. By making 1908, a year of low stock 
prices, the base year, the showing for the stocks is made to 
appear very favorable in intermediate years. Thus, if the test 
shown in the first table had been initiated a year later, on Janu- 
ary 2, 1909, the $10,000 would have purchased only half as many 
common shares, about two thirds as many preferred shares and 
about seven eighths as many bonds. In a corresponding man- 
ner, the relative income would have been higher for preferred 
stocks and bonds as compared with common stocks if any of the 
immediately succeeding years had been used as a starting point,®® 
The importance of this comment may be emphasized by taking 
January 2, 1910, as a starting point and assuming that the rela- 
tive proportions among prices in the several years and between 
price and income in each case are continued as shown in the 
first table. 

MODIFIED RESULTS FOR PREFERRED STOCKS CONSTANTLY 
PRECEDED BY BONDS, USING 1910 AS THE 
BEGINNING YEAR 

. ^Makket Valve . . ^Dividends . Interest on 

Year Common Preferred Bonds Common Preferred Bonds 

1910 SIO, 000.00 $10,000.00 $10,000.00 $139.81 $399.97 $517.97 

1915.. .. 4,066.81 6,409.96 8,901.28 176.76 387.88 476.26 

1920.. .. 15,180.67 7,797.43 8,835.73 549.49 598.15 407.63 

1925.. .. 12,050.69 6,712.73 9,015.07 524.32 413.69 603.77 

1930.. .. 19,902,60 7,509.58 9,442.45 609.53 474.26 524.91 

1932 . . . 3,960.42 2,737.28 6,814.80 

Total Income: 1910-1931, Inclusive $9,920.87 $11,460.07 $10,870.77 

^Ibid., pp. 15, 24. 

“For the study as a whole, it may be ai'gued that a balance has been 
achieved by both beginning and ending in depression years. This bias with 
respect to the base year is most strikingly evinced in the conclusions of some 
studies in which the low values of common stocks in 1932 and 1933 are treated 
as unimportant because they were higher than the prices of twenty-five or 
thirty years before, ignoring their relation to the prices of years immediately 
prior. 
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The result of the change in the base year to 1910 is to raise 
the relative price paid for the common stock so that the income 
from the dividend income on $10,000 for the period 1910 to 1931 
is lower than for either preferred stocks or bonds. The income 
figures, while incomplete, also indicate that the 1910 investor in 
common stocks, as compared with the recipients of fixed incomes 
during the early years, would have fared poorly. The greater 
depreciation of the common stocks between 1910 and 1915, and 
1930 and 1932, is also more apparent. 

In order to avoid the bias which the use of any base year is 
almost certain to introduce for any but the most skillful reader, 
the year-by-year comparative e.xperiencc with respect to income 
and appreciation is presented in the following tables for both 
preferred stocks constantly preceded by bonds and tliose pre- 
ceded by no funded debt: 

COMPARATIVE INVESTMENT EXPERIENCE OF COMMON AND 
PREFERRED STOCIiS AND BONDS OF TEN LARGE 
CORPORATIONS 

^Percentages Based on Market Value at Beginning of Each Year) 

. Cash Yields . . — Cash and Appreciation — . 


Year ' Common Preferred Bondu Common Preferred Bonds 

1908 4.5 % 5 . 5 % 6 . 1 % 108 . 7 % 53 . 5 % 20 . 5 % 

1909 2.1 4.2 5.4 33.5 17.6 8.0 

1910 1.4 4.0 5.2 - 29.3 - 12.1 3.1 

1911 1.5 4.8 6.0 - 18.6 - 6.8 1.5 

1912 1.3 5.7 5.1 3.4 9.2 6.6 

1913 1.8 11.7 6.2 - 23.8 - .5 .9 

1914 2.5 6.6 5.3 - .9 .7 3.3 

1916 4.4 6.1 5.4 124.5 27.8 9.4 

1916 5.3 16.6 6.2 42.7 19.S 6.5 

1917 6.9 10.1 6.1 - 19.0 - 3.7 - 1.2 

1918 9.2 8.0 5.6 9.1 11.0 6.6 

1919 6.8 9.0 6.6 76.7 18.1 6.1 

1920 3.6 7.7 4.6 - 44.9 - 12.3 - 0.2 

1921 3.6 7.1 6.2 3.1 8.9 16 8 

1922 1.7 5.5 5.6 15,7 7.5 8.6 

1923 3.2 7.1 5.5 .1 3.8 4.1 

1924 6.6 6.8 5.7 46.7 13.9 8.4 

1925 4.4 6.2 5.6 29.4 9 9 7.2 

1926 4.2 6.9 5.7 2.6 9.1 9.6 

1927 4.9 6.6 5.4 34.2 18 8 8.3 

1928 3.9 5.3 5.2 40.8 4.3 2.0 

1929 3.3 4.9 6.6 - 21.4 - 1.1 6.3 

1930 3.1 6.3 5.6 - 42.6 - 20.3 .6 

1931 5.5 6.1 6.8 - 57.9 - 44,2 - 18.2 
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COMPARATIVE IN\TESTMENT EXPERIENCE OF COMMON 
AND PREFERRED STOCKS OF TEN CORPORATIONS 
WITHOUT FUNDED DEBT 


(Percentages Based on 


1908 . 

1909 . 

1910 . 

1911 . 

1912 . 

1913 . 

1914 . 

1915 . 

1916 . 

1917 . 

1918 . 

1919 . 

1920 . 

1921 . 

1922 . 



Market Value at Beginning of Each 1 ear) 


Dividend Yields 
Common Preferred 
2 . 6 % 8 . 9 % 

2.2 6.8 

1.5 6.5 

2.1 7.0 

2.1 6 8 

1.6 5.7 

2.5 5.6 

1.9 5.4 

1.9 4.8 

4.2 7.1 

3.2 9.1 

5.1 7.8 

4.6 7.3 

3.3 7.0 

1.7 3.8 

1.8 3.5 

2.4 4.1 

4.5 7.7 

5.2 8.0 

5.1 7.8 

5.0 5.5 

3.8 5.0 

3.6 5.5 

4.4 6.2 


Dividends 
AND Appreciation 
Common Preferred 
72 , 7 % 41 . 4 % 

22.6 13.2 

- 33.0 - 7.6 

5.9 9.5 

33.6 12.2 

- 2.6 .6 

- 10.6 1.5 

151.0 31.1 

- 8.5 12.4 

16.8 9.8 

63.8 23.7 

73.9 14.2 

- 31.4 - 6.2 

- 20.2 - 6.3 

10.6 11.6 

- 16.5 - 8.9 

48.8 28,7 

18.8 21.9 

10.1 8.1 

27.8 13.8 

20.5 3.9 

- 14.1 - 4.8 

- 54.0 - 5.9 

- 50,6 - 28.3 


These particular samples of Rodkey, like those of Jackson, 
have the advantage of being issues of the same companies, 
whereas random samples might result in a comparison of the 
preferred stocks of one industry with the common stocks of an- 
other. They are open to the objection of selection on the basis 
of market activity without regard to investment quality (in 
order to avoid the possible opposite bias of influencing results 
by some less mechanical basis of choice). As a result the com- 
mon stocks were not necessarily dividend payers — that is, of 
investment character — and even the preferreds showed marked 
fluctuations in disbursements. Probably no method of selection 
could satisfy everyone, since each investor is interested not in 
preferred or common stocks in the abstract but in a particular 
class or quality. He is likely to feel much as a man about to 
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marry might feel towards general statistics oji the women of the 
country or on divorce probabilities. 

Income characteristics of coipmon stock. The characteristic 
of chief importance, with which most of the studies cited have 
been concerned, is that of income or return. The total return 
in many of the studies has been considered as including both 
dividends and appreciation. In investment work it is often 
necessary to consider them separately. If accumulation of prop- 
erty is the sole objective, appreciation is as useful as a divicleiul, 
but where investments are employed primarily to provide an 
income, the holder will differentiate sharply between the two 
forms of return. In the first place, most investors hesitate to 
use appreciation as spendable income partly because of the feel- 
ing that such gains represent “capital” rather than “income,” 
and partly because of the accounting precept which considers no 
appreciation a profit unless it is “realized” by a sale. In the 
second place, appreciation is so frequently a fleeting factor tliat 
it makes an unsatisfactory basis for spending, which is the (com- 
mon reason for seeking an income. 

Separate generalizations are therefore desirable for each of 
the Wo income factors. With regard to dividenrl yields of 
common stocks, it may be said that they are much more variable 
than in the case of yields of preferred stocks and bonds in two 
respects: (1) the dividends fluctuate more from year to year be- 
cause any changes in the residual income first affect the common 
stockholWr; and (2) yields at any given time vary more widely 
among common stocks than among fixed income securities, partly 
because of the greater variations in risk and partly because cor- 
porations differ greatly in the percentage of net profit which 
they distribute. Buyers lay more emphasis on the earnings of 
the common stock than upon the dividend distribution, impor- 
tant though the latter is. Consequently a slock which distrib- 
utes little or nothing is unattractive in an investment program 
calling for a maximum of current income, even though it may 
be desirable on other counts. As a class, common stocks prob- 
ably offer a cash income that is no higher and probably some- 
what lower on the average in relation to market price than the 
similar return on fixed income securities. Common stocks are of 
chief interest in those investment programs where current in- 
come can be sacrificed to some extent for future appreciation and 
income, and where fluctuations in year-to-year income will not 
cause undue hardship. The sample of preferred and common 
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stock dividend records during the unusually severe business de- 
cline following 1929, given in the preceding chapter, illustrates, 
to a limited extent, how different types of companies fared. 
Only large companies which paid dividends on their common 
stock in 1929 were included. 

Appreciation influences. Besides the fluctuations that grow 
out of the conditions peculiar to the individual corporation, four 
general factors, sometimes interdependent, make for apprecia- 
tion or depreciation. More sensible than any broad indorsement 
or condemnation of common stocks is the recommendation that 
investment policy be shaped by a consideration of whether these 
factors are favorable to appreciation for a given corporation at a 
given time. Obviously this point of view admits that specula- 
tion is present, but in view of the recognition of the purchasing 
power risk that is present in even choice bonds, it is not a valid 
reason for rejecting common stock commitments. 

The four general factors making for appreciation or deprecia- 
tion of common stocks are:' (1) the growth factor, arising from 
the reinvestment of earnings; (2) the mfluence of the so-called 
business cycle upon business profits; (3) changes in the rate of 
capitalization of earnings; and (4) movements in the general 
level of commodity prices. 

Growth through reinvested earnings. The growth of the 
common stockholders' investment might be compared with inter- 
est accrued on a bank deposit, which accumulates to the credit of 
the owner and is reinvested rather than spent. If the analogy 
ended here, common stocks would enjoy no special advantage. 
Any special merit must lie rather in the ability of the corporation 
to reinvest the retained profits at a rate of return in excess of the 
amount which the investor could make with the same funds. 
Many leading American corporations during normal times have 
shown an ability to reinvest earnings at a very handsome rate of 
return. In such cases the stockholder is able to enjoy appreciation 
growing out of “compound interest” at a high rate. The reinvest- 
ment opportunities are of different kinds, and may arise from a 
market expansion due to: (I) population growth; (2) a rising 
standard of living; (3) the satisfaction of new wants; or (4) the 
satisfaction of old wants through more efficient methods; or they 
may lie in the retirement of senior obligations of the corporation.®® 

“Diminishing growth or even stability of population is not inconsistent with 
continuing growth of capital equipment. Studies by Carl Snyder seem to indi- 
cate little change in the rate of growth of production during the eighty years up 
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A consideration of the grow'th and rate of profit possibilities of 
an industry and the particular corporations m it are a more ac- 
curate foundation on which to base hopes of appreciation than 
faith in general growth. 

This growth factor suggests why some investors favor low- 
yield instead of high-yield common stocks. Those corporations 
with the greatest opportunities for profitable reinvestment would 
tend to disburse the smallest dividends, and the market appraisal 
would also tend to be highest for those common stocks that held 
the greatest promise of future enhancement. 

This situation is adequately illustrated by the tables on pages 
266 and 267. In the first one, headed “High Yield Group,” are 
shown the results of an initial investment of -91.000 in each of 
twenty common stocks with a high current yield, made in the 
year 1913 and carried through the year 1928. The second table, 
headed “Low Yield Group,” gives the results of a similar invest- 
ment in stocks with a low initial yield. 

The difference between the two 'results is rather surprising. 
In the first ease, increases in subsequent dividends raised the 
original yield of 6.7 per cent to 12.7 per cent, while the apprecia- 
tion in the market value of the stock between the first and the 
last year was only $1,653 per stock, or a total of $33,060. In the 
second group, the original current yield was raised from 3,8 per 
cent to 25.5 per cent, while there was an appreciation of $6,800 
in the principal value of the holdings of the average stock, or a 
total of $136,000. 

Cyclical price movements. The second factor mentioned as 
a major appreciation influence was the cyclical movement of 
stock prices, brought about by alterations of business prosperity 
and depression over a period of years. Far more significant than 
the lesser price variations that occur from week to week, these 
major movements produce both depreciation and appreciation. 
The largest possibilities of loss of principal arise from this factor. 
As to the propriety and wisdom of attempting to profit from 
these movements in connection with an investment program, 
more will be said in Chapter 30. While appreciation from 
this direction is difl&cult to achieve, it offers one of the lai’gest 
potential sources of gain. Two difificulties that may interfere 
with its cqllection by the majority of individual investors may 

to 1930. “Overproduction and Business Cycles,” Proceedings of the Academy of 
Political Science, June, 1931, Vol. XIV, pp. 333-368. For later change, see his 
Capitalism the Creator (Now York; The Macmillan Co., 1940). 
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be mentioned here: first, savings available for investment are 
most plentiful in times of prosperity, and the need for realizing 
on one’s investment is most likely to be urgent during depres- 
sion ; and secondly, the weight of popular sentiment makes profit- 
taking difficult at times when business conditions are good and 
stock prices inflated, just as it makes buying difficult when con- 
ditions are most unfavorable and stocks are at a bargain. 

Changes in rates of capitalization. The third factor affect- 
ing common stock appreciation is the rate at which earnings and 
dividends are capitalized, or the ratio between return and market 
value. This influence is closely related to the business cycle 
through interest rates, the latter fluctuating with the stage of 
the cycle. Since common stocks and bonds are alternative 
forms of investment for many investors, when conditions pro- 
duce low bond yields, the tendency is strong for stock yields to 
decline also, and vice versa.*^ This relationship is not exact but 
is a tendency operative over the period of the business cycle. 
The yield of common stocks may also be affected by a change in 
the attitude towards their relative risk. A change of this sort 
occurred between 1925 and 1928, with the result that one of the 
staunchest advocates of common stock investments was moved 
to give warning in the latter year; 

. . . These Dow-Jones industrial stocks which averaged 11,90 per cent 
earnings to selling price throughout the last quarter century are now in a 
year of unusual prosperity preceded by seven years of expanding credit, sell- 
ing on an earnings basis of only about 5.4 per cent. During the last period 
of general prosperity and expanded credit the ratios of earnings to selling 
price of these stocks were; 1917, 28.5 per cent; 1918, 33.1 per cent; 1919, 
22.5 per cent; and 1920, 15.0 per cent. Never before, except in a period of 
severe depression, has the earnings ratio ever approached the present basis 
of 5.40 per cent.®® 

Commodity prices and common stocks. Because rising com- 
modity prices tend to raise the value of physical property and 
make it easier to earn at least “nominal” profits on sales of in- 
ventory, they are generally regarded as favorable to common 
stock appreciation. Whether these gains are “real” gains in 
value or merely “nominal” will depend upon whether or not the 

**See Figure 26, p. 827, and the discussion in Chapter 30. 

“Eose, Dwight C., Investment Management, Vol. II, p. 164. Quoted from 
an address made Dec. 27, 1928, before the American Statistical Association. 
The use of the years from 1917 to 1919 as a basis for comparison is probably 
unfortunate in that profits in those years were the result of war conditions and 
were probably regarded by the stock market as temporary and abnormally high. 
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gains are more than sufficient to balance the depreciation in the 
purchasing power of money that a rising price level brings. Able 
management, “trading on equity,” or other conditions may favor 
a high rate of appreciation for a given common stock during a 
period of rising prices. Only weak or speculative bonds and pre- 
ferred stocks will receive even small benefits from inflation. In- 
dustrial stocks are consequently the most favored form of “hedge” 
against rising prices. The public service corporations may or 
may not perform in the saane manner, ilepending upon whether 
or not they are helped by an expanded volume of business, re- 
sulting from the stimulation of rising prices, more than they are 
harmed by a rising level of operating costs pressing against sell- 
ing prices that are tardily adjusted to new conditions by the 
regulatory commissions. With extreme currency depreciation 
of the type that destroyed the value of some European currencies 
after the World War I, even the more favorably situated indus- 
trial common stocks may prove an inadequate protection to pur- 
chasing power, although they probably represent the best pro- 
tection available, short of an export of capital to another country 
not so affected. 

^Summary of common stock characteristics. From the dis- 
cussion and materials presented in this chapter, the chief char- 
acteristics which determine investment fitness should be appar- 
ent. Both cash income and market price are more variable for 
common stocks than for either bonds or preferred stocks. These 
characteristics should bar their purchase with funds that are to 
be used to support fixed dollar liabilities of financial institutions, 
or that are desired by individuals as liquid funds to meet emer- 
gencies. If this rule were followed by financial institutions, it 
would almost completely eliminate common stock for banks and 
life insurance companies, both of which have relatively small 
surpluses over dollar liabilities. Fire and casualty insurance 
companies with sizable net worths would be permitted substan- 
tial common stock commitments. 

Because of the greater uncertainty with respect to the fortunes 
of the individual corporation, diversification is much' more es- 
sential in the case of common stocks than of high-grade bonds. 
The need for diversification, for a liquid emergency fund, and for 
greater skill in the selection of common stocks than is necessary 
for bonds — all these factors suggest that common stocks are less 
suitable for the small than for the large investor. With diversi- 
fication a more certain result is likely, although the fact that dif- 
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fereiit statistical studies show such extremely variant results 
should be a warning that no reliable prediction can be made that 
“average” results will be obtained from other samples of stocks 
at other times. No “investment experience” table can possibly 
have Ihe usefulness for predicting future results that the mor- 
tality tables have for the life insurance business. Attention 
should always be given to cyclical conditions and probable trends 
of the eoinmodity price level. The selection of suitable stocks 
will always involve skillful care if the most satisfactory results 
are to be obtained. 

The two most powerful arguments for the inclusion of com- 
mon stocks when conditions justify their recommendation on 
other grounds are: (1) the possibility of a higher return when 
the stocks are purchased under favorable conditions and held for 
a substantial period; and (2) the hedge they provide against a 
rising price level. Wherever the investment fund is created to 
provide an income for living purposes, the purchasing power of 
money is highly important. Under such circumstances common 
stocks provide a desirable supplement to fixed income securities. 
During periods of rising prices they should at least mitigate the 
burden of a rising cost of living; when prices are falling and divi- 
dends are lowered, the decreased dollar income will be compen- 
sated .for by the lowered cost of living. Until the ideal of a 
currency with stable purchasing power has been achieved, even 
trust funds should be arranged with reasonable restrictions to 
permit some investments that will at least partially protect 
beneficiaries against inflation. Possibly such a step would re- 
quire more activity and vigilance than certain institutional 
trustees have been accustomed to, but the logic of such a policy 
is clear. 
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Financial. Analysis — General 


Permanency of investor’s relation with corporation. Since 
the investor’s relations with the corporation are more or less 
permanent, each investment should be closely examined before 
it is acquired. The contractual features present in a given secu- 
rity are important and deserve very careful study, yet the ulti- 
mate investment value of a security depends on other factors 
as well. Of what use are the most stringent promises of a cor- 
poration to maintain a certain ratio of current assets to current 
liabilities, to provide for annual sinking funds, to pay interest 
or principal, or to carry out any of the other promises found in 
typical bond or preferred stock contracts, if the corporation is 
unable to earn enough to pay its operating expenses? On the 
other hand, the simple, unsecured promise of another corpora- 
tion which is in the hands of competent and honest management, 
and which has healthy and expanding earnings, may involve a 
minimum of investment risk. 

It may seem at first that no very intricate problem is involved 
in the appraisal of the exact financial condition of a corporation 
at a given time, but that this may be done by a cursory inspec- 
tion of its current balance sheets and income accounts. Such 
might be the case if one were interested only in conditions at the 
moment. This, however, is not the situation generally confront- 
ing the man who contemplates the purchase of a corporation’s 
securities. Except in those relatively few instances where short- 
term notes are purchased, the investor, whether he buys bonds, 
preferred stocks, or common stocks, trusts his funds to the en- 
terprise for a substantial period of time. In a great majority of 
273 
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cases he does this without retaining an effective voice in the sub- 
sequent management of the corporation’s affairs, for only in un- 
usual cases does the investor, by virtue of the size of his interest, 
acquire a dominating influence in determining corporate policies. 

The purchaser of bonds or notes may look forward to an ulti- 
mate repayment of principal when the obligation becomes due, 
although the maturity of bonds is frequently so remote that it 
has no practical significance. The purchaser of preferred or 
common stocks, on the other hand, can terminate his relations 
with the enterprise only by selling his holdings therein. The 
preferred stockholder, it is true, may receive his principal back, 
where the corporation exercises a call or redemption privilege, 
and both preferred and common holders may receive their prin- 
cipal from the corporation as a result of liquidation. So far as 
the investor is concerned, however, there is no certainty as to 
when the call privilege will be exercised, while the liquidation of 
corporations is an unusual event and may result in complete loss 
of principal rather than in a return thereof. 

This more or less permanent relationship into which investors 
enter with the users of their funds makes it imperative for them 
to inquire not only as to the present financial status of the bor- 
rowing corporation, but as to its past record and future prospects 
as well. This situation exists whether they contemplate the 
purchase of first mortgage bonds, preferred stocks, or common 
stocks. However, the stockholders of a corporation do have a 
somewhat more vital stake in the success of the enterprise than 
do the bondholders. The bondholders, and, in fact, the preferred 
stockholders, are reasonably content if charges and dividends are 
earned by a sufficient margin. Beyond this point their interest 
ceases. The common stockholders, however, usually require that 
the corporation expand and that earnings increase, for it is in this 
way that their investment will prove most profitable. 

In other words, quite apart from a consideration of the par- 
ticular type of stock or bond purchased, the manner in which 
it is secured, its priorities over the other obligations of the cor- 
poration, and the various restrictions and benefits found in the 
accompanying contract, investors are also interested in those 
factors bearing on the financial stability of the issuing corpora- 
tion, its position in the industry, its prospects for growth, the 
particular risks inherent in the industry, the previous record of 
the management in control, and the financial record and existing 
condition of the company. These are all matters of vital concern 
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to the investor ami should ho rarefully analyzed in respect to 
every commitment. Corporate investments have been referred 
to here, but the need for an accurate financial analysis applies 
as well to the purchase of government, state, and municipal 
securities. 

Methods of analysis for different types of enterprises. In 
the development of this phase of the problem, it is convenient 
to set up a classification of corporations according to the nature 
of the business in which they are engaged. For. with certain 
exceptions, the methods of analysis vary widelj* according to the 
nature of the enterprise. It is rather obvious that many of the 
tests that are adapted to an analysis of the securities of cotton 
mills will prove worthless in a study of railroad securities. Simi- 
larly a set of tests will have to be worked out for municipal 
bonds different from that which would be used in connection 
with motor stocks. A classification of this sort is also helpful 
in that it focuses attention in the first instance on those broad, 
underlying influences that are related to entire industries. It 
is all right to make a careful analysis of the securities of a par- 
ticular traction company, for example, and even to determine 
that they rank high in contrast to the securities of other traction 
companies; but this analysis does not answer the question: “Is 
it advisable at present to purchase any traction securities?” 
The same might be said of the cotton textile industry, of the 
woolen and worsted industry, or in fact, of any industry. It is 
vitally important that before he buys its securities the investor 
acquaint himself in a general way with the history, the status, 
and the prospects of the industry in which the corporation is 
engaged. 

Importance of management. While it is true that special 
consideration will have to be given to the proper methods of 
analyzing different kinds of businesses, there are. nevertheless, 
certain observations so general in their application that they may 
be said to apply to all private corporations. These are consid- 
ered at some length in the present chapter. One of the most 
important and least tangible of all the factors contributing to 
the success of an enterprise is its management. Wliat special 
genius inspired an unknown and unassuming mechanic by the 
name of Henry Ford to organize a small automobile company 
in 1903 so successfully that an initial capital of 125,000 was 
made to attain a value of over $1,000,000,000 in less than twenty- 
five years, to say nothitig of the other millions of dollars that 
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were paid to the original investors in the form of dividends 
during this period? American industrial and financial history 
is replete with similar figures. Recall briefly what Vanderbilt 
did for the New York Central Railroad; James J. Hill, for the 
roads of the Northwest; and Harriman, for the great Western 
roads. In the steel industry, the name of Andrew Carnegie 
stands out. In many fields, prominent corporate names serve 
to remind one of genius in invention, production, trade, and 
finance. 

Spectacular success is often attained by the dominating in- 
fluence of one man; but in ordinary practice the investor is 
perhaps more interested in the existence of a solid, self-perpetu- 
ating, and proved management with a past record of honest and 
efficient performance. Companies such as the General Electric, 
International Harvester, and the American Telephone & Tele- 
graph Company arc typical examples of well-managed enter- 
prises with enviable records of success and fair treatment of se- 
curity holders. This list could easily be extended to considerable 
length. On the other hand, a long list could easily be made to 
include companies that have been wrecked by poor management. 
The New York, New Haven & Hartford Railroad, for example, 
suffered for over a decade from the costly mistakes of the Mellen 
regime, which ended as far back as 1913, although changed man- 
agement went a long way during the 1920’s toward restoring the 
road’s position. 

It is, of course, difficult to formulate precise rules for the in- 
vestor to follow in studying the management of corporations. 
To a considerable extent the results of management are shown 
in the financial reports of the company. Eventually, in all cases, 
the nature of the management becomes apparent; but it is en- 
tirely possible, in certain enterprises, for poor management to 
be concealed for years, so far as the current reports of the com- 
pany are concerned. This is particularly true of those com- 
panies that are engaged in financial businesses, such as banks, 
mortgage companies, insurance companies, investment trusts, 
and the like, (in these enterprises, management is the prime 
factor in determining the success or the failure of the company, 
yet the character of the management of such companies is often 
not recorded in current operating results at all) 

To emphasize this point, it may be helpful for us to consider a 
commercial bank. It will be recalled that one of the essential 
functions of a bank is the lending of money or credit to its cus- 
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tomers. A substantial portion of its funds is employed in this 
way, although banks also invest in securities. The profits of a 
bank will depend in part on its ability to extend loans and dis- 
counts, for the larger this item, the greater the interest or dis- 
count received. Its earnings will also depend in part on the 
profitableness of its investments. There are many other sources 
of income, to be sure, but these two items are important ones. 
The significant point in this connection is that, under proper 
management, the loans and discounts of the bank will be care- 
fully selected. Credit will be extended only to those concerns 
and individuals whose financial ability to pay according to the 
terms of their agreements is unquestioned. Investments will be 
similarly chosen. Under poor management undesirable loans 
will be made and low-grade securities purchased. Yet this situ- 
ation may not be indicated by the balance sheets of the bank for 
a considerable length of time, because loans are often carried at 
their face value until, for a definite reason, they have to be writ- 
ten down. Much the same situation applies to the investments 
of the bank. Under poor management, therefore, it is conceiv- 
able that current earnings may be showm in excess of their actual 
amount because proper adjustments have not been made to 
offset the eventual losses that are bound to occur where proper 
care is not exercised. 

A somewhat similar situation may occur with respect to mort- 
gage companies. The principal business of such concerns is the 
loaning of money on real estate mortgages and the pledging of 
these loans or mortgages as collateral against which bonds are 
issued. 

A typical balance sheet for such a company would be as fol- 
lows: 

BALANCE SHEET OF HOME LOAN COMPANY: DECEMBER 31, 1940 
* Assets Liabilities 

Mortgages, Notes, and Capital Stock 

Loans $5,650,000 Bonds 

U. S. Government and Qtker Accrued Interest , . . 

Securities 436,000 Misc. Accounts Payahle. 

Accrued Interest 61,000 Notes Payable 

Overdue Interest 25,000 Surplus 

Cash 150,000 

Real Estate 432,000 

$6,743,000 $6,743,000 

It is evident that this company makes the greater part of its 
profit by charging for its loans a higher rate of interest than is 


$ 500,000 
6,000,000 

30.000 

26.000 

436.000 

751.000 
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required fo pay for the use of the money it borrows. On the 
other hand, the ultimate value of the company’s securities, stocks 
as well as bonds, will depend on the character of its mortgage 
loans. If a low grade of loan is taken, the company can charge 
higher rates and additional bonuses, thus increasing its earnings. 
On the other hand, the character of its principal assets is lower, 
and eventually the situation may become serious if large losses 
have to be taken pn its investments. While this situation exists, 
however, there may be no evidence to w'arn the purchaser of the 
company’s securities. For this reason, the average investor in 
such a company must rely to a large extent on the character and 
ability of those who manage its affairs. ' 

It is not necessary to repeat our discussion in respect to finance 
and loan companies and some investment trusts whose opera- 
tions are conducted essentially along the same lines, for a similar 
situation exists.'' There is an opportunity for those in charge of 
affairs to cover up errors for long periods by refusing to write off 
credit or investment losses. Nor is there any way by which the 
current financial data may be used to disclose this state of affairs. 

The extent to which managerial ability is immediately re- 
flected in the financial reports of a company will vary according 
to the nature of the enterprise. Regardless of. the information* 
here disclosed, however, it is often desirable to pursue an en- 
tirely independent inquiry as to the record and character of a 
concern’s management. The record of its directors and officers 
in other capacities or in other enterprises invaluable information, 
where such information is obtainable. In other cases, inquiry 
may be made through banks or other firms with which the con- 
cern under consideration does business. On the other hand, 
where securities are sold through investment banking houses, 
much depends on the character of the originating house. The 
reputation and standing of the investment banker in such cases 
is, indeed, important. In fact, when a banking house brings out 
an issue, it may be assumed that it is thoroughly familiar with 
the ability and the character of those who are to manage the 
business, and is willing to stake its reputation on their success. 
In the case of subsidiary corporations whose underlying securities 
are being studied, it may be assumed that the management of 
the operating company is no better than that of the parent com- 
pany, for in such cases control of these underlying companies is 

* For ji moi-e iIpI ailed dWiission of the securitieis of fiBaneial institutions see 
Chapter.^ 20 and 21. 
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usually absolute, and the policies of the holdiup; company are 
stamped on the operations of all its subsidiaries. 

Equities and business risk. Another aspect of analysis to bo 
considered is general in its nature and universal in its applica- 
tion. The entire question of the financial structure of corpora- 
tions, of the relationship that exists between the various cor- 
porate "equities” in respect to profits and assets, and of the 
manner in which these equities are affected by business lisk is 
referred to here. The reason for developing this subject at the 
])resent stage of the discussion is twofold. In the first place, 
the topic is of paramount interest to all investors in corporate 
securities; furthermore, it is sufficiently universal in its applica- 
tion to warrant general treatment rather than specific considera- 
tion in connection with each of the various classes of enterprises 
that are later to be studied. 

The term "equities” will be used with a somewhat special 
meaning in subsequent pages of this book, ft will be used to 
desig]iate the ownership claim against those assets and earnings 
of a corporation which attach to a specific security. For ex- 
ample, assume that a corporation has outstanding $100,000 in 
common stock and $100,000 in 6 per cent first mortgage bonds, 
and surplus is carried at $50,000. What is the equity repre- 
sented by these two classes of securities? The bonds obviously 
carry a first claim against the fixed assets of the company, but 
this claim is limited to $100,000. The equity represented by the 
common stock, on the other hand, has a book value of $150,000. 
If, now, the two equities are compared, it is. found that there is 
first a definite claim for $100,000, secured by $250,000 in book 
assets. The equity represented by the common stock is preceded 
by this definite claim of $100,000, and amounts in all to $150,000 
in terms of book assets. 

“Trading on the equity,” defined. We sometimes say that 
the common stocldiolder “trades on his equity” when he borrows, 
as he has done in the present case.^ By this we mean that he 
fakes a greater risk than the creditor takes, but reserves the 
right to receive all profits over and above those that are neces- 
sary to pay charges on the borrowed money. It will be seen that 
in the case just cited the stockholder has promised the bond- 
holder, or creditor, a specific and definite return on his equity. 
At the same time the stockholder provides a sort of safety cush-,_ 

“ Credit for this phrase belongs to W. H. Lyon. See Lyon. W. H„ Caintalizatiun 
(Boston: Houghton Mifflin Co., 1912), Chapter II. 
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ion, or buffer, for the bondholder by having made his own in- 
vestment in the business. This condition becomes obvious when 
it is recalled that the bondholder will not lose any principal until 
assets have shrunk to the point where the common stockholder’s 
equity has been completely wiped out. The preceding example 
may be used again for illustrative purposes. So long as earn- 
ings, after operating expenses have been deducted, are equal to 
$6,000, the bondholders are assured of their income. Likewise, 
so long as the assets have a market value of at least $100,000, 
only 40 per cent of their book value, the principal of the bonds 
is secure. The amounts over and above these figures are not 
a matter of concern to the bondholder, except in so far as large 
earnings and assets add further security to his investment. It 
may be concluded that, other things being equal, the larger the 
equities following any given issue of bonds, the better the secu- 
rity behind the bonds. On the other hand, the larger the bond 
issue in proportion to the amount of subsequent equities, the 
greater the risk attached, not only to the bonds, but also to the 
junior securities that follow the bonds. 

Profits accruing from trading on the equity. While the risk 
is greater in the latter case for both junior and senior securities, 
the opportunity for profits on the common stock is correspond- 
ingly increased. Therefore, it is a question of policy as to just 
how far the stockholders of a corporation may proceed with 
safety in borrowing money or trading on their equity in an effort 
to enhance profits. We shall devote some attention to this prob- 
lem in the present chapter, since it is one of the basic factors to 
be considered in the financial analysis of corporations. It in- 
volves, in other words, the whole question of financial structure. 

In the development of this topic it will be advisable first to 
show more clearly, in a simple illustration, the opportunities for 
profit and the corresponding enhancement of risk that result 
from an extension of borrowing operations. Assume that the 
owners of a corporation are convinced that capital employed m 
the business can earn at the rate of 10 per cent per annum, and 
that a reasonable amount of capital can be obtained by issuing 
6 per cent first mortgage bonds. If the stockholders avail them- 
selves of this opportunity to borrow the capital necessary for 
expansion purposes at 6 per cent, in preference to having addi- 
.tional common stock issued, it is apparent that they can increase 
their own return thereby. This may be adequately demonstrated 
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by reducing the preceding assumptions to figures, as is done in 
the two following examples: 

Example I Example II 

Present Capital $1,000,000 Present Capital $1,000,000 

New Capital Secured by New Capital Secured by 

Issue of $1,000,000 New Issue of $1,000,000 of 6% 

Stock 1,000,000 Bonds 1,000,000 

Total Capital $2,000,000 Total Capital $2,000,000 

10% on Capital Invested. . . $ 200,000 10% on Capital Invested. . . S 200,000 

Less 0?o on Bonds ti0,000 

Rate of Return on Stock . . 10% 

Available for Stock $ 140,000 

Rate of Return on Stock . . . 14% 


In Example I, the owners of the business secured the funds 
necessary for expansion entirely by means of new common stock. 
It is true that total net profits were doubled, yet the number of 
shares among which such profits had to bo divided was likewise 
doubled, so that the “per share” earnings remained the same. In 
Example II, additional capital was secured by issuing 0 per cent 
bonds. Although the interest on these bonds had to be paid 
before anything could be paid on the common stock, the total 
return required for the use of this capital was but 6 per cent. 
So long as such additional capital was capable of producing a 
total return of 10 per cent, the additional 4 per cent was available 
for the same number of shares of common as was originally out- 
standing, thus raising the return thereon to 14 per cent. The 
bondholder in such eases agrees to receive a smaller but a more 
certain return, and for this reason he purchases a security based 
on a definite contract to pay a stated rate of interest. 

Increase of risks by trading on the equity. In order to show 
the inherent risks involved in this operation, the analysis may 
be carried one step further. Assume that the directors, encour- 
aged by the results of borrowing the first $1,000,000, authorize 
a further issue of $4,000,000, 8 per cent debenture bonds. The 
set-up would then be as shown in Example III (page 282) . 

The essential point to consider, when borrowing operations 
are extended in this manner, is the relative certainty that earn- 
ings can be maintained at, or above, the assumed rate. For 
instance, a drop in earnings from 10 to 5 per cent on invested 
capital becomes a serious matter in the third example, as it would 
reduce earnings available for charges from $600,000 to $300,000, 
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while the charges remain at $380,000 regardless of earnings. In 
other words, the corporation, in this case, is actually faced with 
a deficit of $80,000. In the second example, however, where bor- 
rowings were relatively small, a drop to 6 per cent in the rate of 
earnings on invested capital would still leave $100,000 available 
for charges of $60,000. As a result, there will be a reduction 
in the rate of earnings on common stock from 14 per cent to 4 
per cent, while in the first example, the same decrease in earning 
power would merely cause a corresponding drop in the rate of 
earnings on stock, since there was no borrowing. 

It could be shown that an increase in the rate of earnings on 
invested capital from, say, 10 to 12 per cent would have a much 

Exampk III 


Capital Stock $1,000,000 

6% First Mortgage Bonds 1,000,000 

8% Debenture Bonds 4,000,000 

Total Capital $15,000,000 

10% on Capital Invested $ 600,000 

Interest on 6% Bonds 60,000 

Interest on 8% Bonds 320,000 

Available for Stock $ 220,000 

Rato of Return on Stock 22% 


more favorable effect on the common stock earnings in Example 
III than in Example II or in Example I. So long as earnings on 
borrowed capital exceed the rate of interest paid thereon, bor- 
rowing is profitable for the common stockholder. 

Effect of business risk on capital structures. I^Business risk 
may be defined for present purposes as the extent to which the 
gross revenues, operating ratios, and net earnings of a corpora- 
tion fluctuate from year to year! These three factors are closely 
related and must be considered in analyzing business risk. 

“Gross revenues” is the term customarily applied to the gross 
amount which the corporation receives each year from the sale 
of the products it manufactures or the services it renders. It 
includes only revenues from its normal business and not outside 
income, such as dividends or interest received on investments 
owned, or rentals from property leased to other concerns.® 
“Operating expenses” consist of such items as wages, materi- 
als used in manufacturing, depreciation, cost of heat, light, and 
’ See Chapters 13 and 14 for a full discussion, of the corporate inoonia 


account. 
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power, repairs, local taxes, and all expenses which are a necessary 
incident of the regular operations. These items must be paid 
for even before interest on the company’s funderl debt is met. 
The amount left after such charges, which may be designated 
as “net income available for charges” or “total income,” is thus 
seen to be a function of gi’oss revenues and operating expenses. 
This relation may be illustrated by the following very simple 
income account : ^ 

ILLUSTRATIVE INCOME ACCOUNT 


Gross Revenues SI, 000, 000 

Operating Expense.? 800,000 

Net Avai!a})le for Charges ... .5 200,000 


Here the operating ratio — that is, the ratio of operating ex- 
penses to gross revenues or sales — ^is SO per cent. If “gross” 
were to increase to $1,500,000 and operating expenses were to 
increase proportionately, “net” would increase to $300,000. Or, 
if operating expenses were to increase to $900,000 without any 
corresponding decrease or increase in gross revenues, net would 
be reduced to $100,000. 

On the other hand, assume that gross revenues decline to 
$600,000 on account of bad business. Is it probable that operat- 
ing expenses can be so adjusted that they will decline propor- 
tionately; that is, can operating expenses be reduced to $480,000 
and the operating ratio remain at 80 per cent? This is doubtful, 
for, in the case of a normal concern, a part of its operating ex- 
penses are more or less “constant” or “fixed.” Superintendents’ 
salaries, heating costs, and some items of depreciation cannot be 
proportionately reduced when gross revenues fall off. There- 
fore, a decline in gross frequently means an increase in the 
operating ratio for many concerns. If gross were to fall to 
$600,000, it is probable that operating expenses could be de- 
creased to a point no lower than $550,000, in which case the 
operating ratio of the company would jump to 92 per cent. The 
extent to which this tendency obtains, however, will vary with 
different corporations, depending on the nature of the business 
and the amount of fixed capital employed therein. In any 

‘In practice, the income account is more complicated, chiefly because of 
nonoperating and unusual gains and losses. Income from outside sources, Federal 
taxes, depreciation, and expenses not connected with the operations of the busi- 
ness are treated in various ways. The analysis of income accounts will subse- 
quently be considered in detail, at which time certain typical set-ups will be 
examined. 
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event the result of this situation is that the net earnings of nor- 
mal concerns decline much more rapidly than do gross revenues, 
and that operating ratios tend to increase during periods of de- 
pression. Furthermore, in competitive industries, a price war 
may seriously reduce gross revenues, yet the physical volume of 
business handled may not decline and may even increase. Under 
such conditions, it is usually impossible substantially to reduce 
operating ratios; in fact, they may even increase unless a much 
more efficient operating program is adopted. In such industries, 
therefore, a decline in gross, particularly if caused by a lowering 
of prices owing to severe competition, will usually be accom- 
panied by a rapid rise in operating ratios. This situation exists 
today (1941) in the bituminous coal industry and is largely re- 
sponsible for the serious financial condition of many of our larger 
coal companies. 

From the preceding discussion it is apparent that concerns 
with widely fluctuating gross revenues — ^that is, concerns whose 
sales fluctuate widely from year to year — ^will generally have a 
widely fluctuating net income available for distribution to the 
various equities found in the capital structure. Furthermore, 
those concerns whose operating expenses are the least flexible, 
or the least capable of being reduced when sales fall off, are in 
the worst position. It also follows that those concerns with the 
highest operating ratios during periods of normal operations are 
likely to be the first to show operating losses when sales slump. 
A concern whose operating ratio is normally 90 per cent requires 
90 cents out of every dollar of sales to meet operating costs, 
leaving only 10 cents for all other charges and profits. A con- 
cern whose operating ratio is normally 80 per cent has a wider 
margin of safety and can suffer a proportionately heavier slump 
in sales, or rise in operating costs, before reaching the danger 
point, other factors being equal. 

When we discussed trading on the equity, we stressed the 
advantages and the risks of borrowing capital. The risks, of 
course, are greatly magnified if earnings are unstable. Instabil- 
ity m earnings is caused by fluctuating gross revenues and fluc- 
tuating or high operating ratios. • 

It is apparent that if no business risk were present — ^that is, 
if earnings could be predicted with absolute accuracy and did 
not fluctuate from year to year — ^borrowing operations could 
be expanded indefinitely. On the other hand, where earnings 
are highly erratic and cannot be predicted with any accuracy, 
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the existence of the fixed charges that accompany borrowing 
operations creates a real danger. Accordingly, the general 
conclusion may be drawn that, logically, bonds may make up 
a large portion of total capitalization in those industries and 
enterprises with low business risk, but must be used more spar- 
ingly in industries and enterprises with high risk. 

Business risk in typical industries : public utilities. Business 
risk as previously defined is decidedly lower among certain of 
the so-called public utility companies than among concerns 
classified as industrials. This statement is particularly true of 
electric light and power, water, gas, and telephone companies. 
In the past the same might have been said of railroad companies. 
On the other hand, traction companies are somewhat less favor- 
ably situated, chiefly on account of competition offered by the 
growing use of automobiles. 

Up to a certain degree the services of such industries must 
be consumed, quite irrespective of business conditions. Very 
little risk is caused by style changes. Competition is minimized 
by the very nature of the enterprise in the public utility field, 
where the economic law of increasing returns operates and w'here 
duplication of facilities seldom occurs. Finally, the existence 
of commission control over rates and services is ordinarily a 
stabilizing factor. 

The effect of this situation is clearly illustrated by a study 
of the figures of the American Telephone & Telegraph Company 
for the years 1930 to 1939, inclusive. 

AMERICAN TELEPHONE & TELEGRAPH CO. AND SUBSIDIARIES 

Gross Rbventibs, Net Ikcome AvailabijE for Charobs, and 
Operating Ratiob: 1930-1939 


Income 

Gross Available Changes over Preceding 

Revenues for Charges Year 

(Millions (Millions Oper. Gross Net for Oper. 

Year of Dollars) of Dollars) Ratio Revenues Charges Ratio 

1930 1 , 103.9 283.5 78.6 + 3.1 - 2.6 + 1.7 

1931 1 , 075.8 273.7 78.0 - 2.5 - 3.5 - 0.6 

1932 950.4 209.6 79.9 - 11.1 - 23.4 + 1.9 

1933 872.4 168.9 80.4 - 8.8 - 19.4 + 0.6 

1934 884.5 182.9 79.8 +14 + 8.3 - 0.7 

1935 919.1 195.2 80.1 + 3.9 + 6.7 + 0.4 

1936 991.9 246.2 77.9 + 8.2 + 26.1 - 2.7 

1937 1 , 051.4 234.5 80.3 + 5.7 - 4.8 + 3.1 

1938 1 , 052.7 . 204.3 81.9 + 0.1 - 12.9 + 2.0 

1939 1 , 107.2 238.6 80.4 + 5.2 + 16.8 - 1.8 
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The fluctuations in gross revenues are relatively small com- 
pared with those in almost any other form of business. For 
the 3 "ears immecliatelj’- prior to 1930, the changes chiefly arose 
from increasing population and increasing per caiDita utilization 
of the telephone. The annual increment was remarkably 
regular, and the resultant trend jnay be one of the reasons for 
the resistance of the business to the depression influences shown 
in the years 1930 to 1933. The unusual stability of the operating 
ratio is also worth noting. The more marked decrease in net 
income in 1932 was attributable to the unusual decline in ex- 
change and toll revenues, especially the latter, which the com- 
pany was unable to balance by a reduction in operating expenses. 

NET INCOME AV.4ILABLE FOR FIXED CHARGES: 1930-1939 
(Thousands of Dollars) 



Conmlidaied 

Pidilic Scroicn 

Detroit 

Southern Cal. 

Year 

Edison of N. Y. 

of New Jersey 

Edison 

Edison 

1930 

84,616 

45,665 

17,102 

23,051 

1931 

85,054 

40,341 

17,383 

21,808 

1932 

79,016 

43,242 

12,868 

20,890 

1933 

71,556 

41,702 

12,835 

18,011 

1934 

58,312 

38,847 

12,104 

18,096 

1936 

56,632 

38,205 

16,320 

19,634 

1936 

57,853 

37,448 

16,943 

20,350 

1937 

53,041 

35,851 

15,967 

19,084 

1938 

63,963 

33,880 

13,799 


1939 

55,918 

37,156 

15,659 

19,450 


At the end of 1939 the combined funded debt of the American 
Telephone & Telegraph Company and subsidiaries amounted to 

11.100.721.000, and the net worth, including a small minority 
interest in the stock of the subsidiary companies, was $2,527,- 

490.000. The funded debt thus amounted to but 33 per cent of 
the capital structure, or a ratio of debt to stockholders’ equity 
of but 1 to 3.0. 

In the electric light and power and gas industry, relatively 
low business risk is likewise found. This fact is clearly illus- 
trated by a study of the net income of typical companies during 
the past ten years, although some companies have suffered much 
more than others from reduced volume and rate reductions. 

The low business risk found in electric light and power enter- 
prises is accompanied by a relatively high ratio of debt to owner- 
ship equity. For commercial central electric stations, the long- 
term debt was reported, as of December 31, 1937, at $6,837,592,- 
000, while capital stocks were carried at $6,540,461 ,000 and sur- 
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plus at $1,034,583,000, exclusive of possible surplus reserves.® 
The resulting ratio of funded debt to not worth is 1 to 1.11; in 
other words, funded debt constituted 48 per cent of the combined 
capital structures on that date. One frequently finds companies 
in this field with a funded debt considerably in excess of owner- 
ship investment. The use of a high proportion of funded debt 
is even more marked in some of the large utility holding com- 
pany systems, as compared with the operating companies just, 
mentioned. The real reason for this situation is related to the 
advantages accruing to the stockholders, or owners, of the enter- 
prise from trading on a thin equity, where business ri.'ik is 
relatively low and where earnings on invested capital may be 
expected to exceed the rate paid on borrowed capital. 

Business risk in railroads. For the railroad industry of this 
country a relatively low business risk was also characteristic until 
the growth curve flattened out in the late 1920’s. leaving the 
situation vulnerable when prolonged depression began in 1930. 
Transportation is vital to the nation, and the railroad element, 
which constitutes by far the largest sector, is strictly regulated. 
Formerly operating under near-monopoly conditions, it has, in 
recent years, been subject to increasing competition from the 
motor truck, the private automobile, and (he bus industries. 
Although expenses were reduced I’cmarkably during the years 
immediately succeeding 1929, so that operating ratios did not 
rise in the manner which might have been expected, the large 
and prolonged decline in the movement of heavy goods seriously 
jeopardized the financial position of the railroads. Two other 
factors which have made adjustment to changing conditions 
difficult have been the control of rates by the Interstate Com- 
merce Commission and the presence of strong labor unions 
controlling wage scales. As a result, the business risk in the 
railroad field has so increased as to leave the outlook extremely 
uncertain. 

Recent statistics of railroad operation. A study of the recent 
statistics of railroad operation indicates clearly the inability of 
a regulated mdustry immediately to meet chartged economic 
conditions. The effect of rising prices from 1913 to 1920 was 
to reduce the earnings of our railroads and to increase operating 
ratios. This tendency, especially pronounced after the first 
World War, was accentuated by the unwillingness of the Inter- 


'United States Census figures as reported in Moody’s Manual of Investments; 
Public Utility Securities (New York: Moody’s Investors Service, 1940), p. a25. 
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state Commerce Conmiission to grant rate increases sufficient to 
offset rising costs. After 1920, however, a rapid reduction in 
operating ratios took place, owing largely to rate increases, a 
lowering of general prices, and economies effected by the roads 
after their return to private operation. After 1929 the depres- 
sion reduced both gross revenues and net operating income, and 
subsequent recovery has been halting and unsatisfactory, as 
shown in the following table.® In view of the severity of the 
decline, the ability to control expenses, as reflected in the operat- 
ing ratio, was extraordinary. 

GROSS OPERATING REVENUES, NET OPERATING INCOME, AND 
OPERATING RATIOS FOR ALL CLASS I RAILROADS IN THE 
UNITED STATES: 1921-1939 


Gross Oper. Net Oper. 

Mcvenues Income Pbb Cent Change ovbe 

(.Millions (Millions Oper. Previous Year 

Year of Dolhra) of Dollars) Ratio Gross Bov. Net Income 

1921 5,517 601 82.7% -10.7% 3,435.3% 

1022 5,550 760 79.4 7.0 20.3 

1923 6,290 962 77.8 13.0 26.6 

1924 5,921 974 76.1 -5.8 1.2 

1926 6,123 1,121 74.1 3.4 16.0 

1926 6,383 1,213 73.2 4.2 8.0 

1927 6,136 1,068 74.5 - 3.9 -12.0 

1928 6,112 1,173 72.5 -0.4 9.8 

1929 6,280 1,262 71.8 2.7 6.7 

1930 6,281 869 74.4 -16.9 -30.6 

1931 4,188 526 77.0 -20.7 -39.5 

1932 3,127 326 76.9 -25.3 -38.0 

1933 3,096 474 72.7 -1.0 46.4 

1934 3,279 463 74.6 -1-5.7 - 2.3 

1935 3,461 600 76.1 -f-6.6 -f-S.O 

1936 4,063 667 72.8 ■+•17.4 -P33.4 

1937 4,166 590 74.9 -|-2.8 -11.5 

1938 3,565 373 76.4 -14.4 -36.8 

1939 3,996 689 73.2 -|-12.1 -t-67.9 


In 1930, funded debt constituted 62.3 per cent of total out- 
standing net capitalization of aU roads reporting to the Interstate 
Commerce Commission. This compares with a figure of 64.5 
per cent in 1890. It is doubtful, however, whether this increase 
was entirely voluntary. A study of the railway problem since 
1900 shows that increasing regulation, especially in respect to 
rates, reduced profiits and made the railroad industry a less 

“ Compiled from Railway and Industrial Compendium, Nov. 29, 1940, p. 2, 
''Moody's Manual oj Investments: Railroad Securities (New York’ Moody’s 
Investors Service, 1934), p. a22. 
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attractive field for stock investment.'* In seeking additional 
capital for expansion purposes during this period, our railroads 
undoubtedly were forced, in many instances, to issue bonds 
rather than preferred or common stocks. The above percentages 
omit surplus, which, if included, -would make funded flebt and 
net worth about equal. In the decade 1920-1930, the railroads, 
in spite of their low return, made surplus additions about equal 
in amount to the sum of the increase in bonds and stocks out- 
standing. 

So-called industrial companies; reasons for high business 
risk. One finds the widest fluctuations in earnings and the 
highest business risk among so-called industrial companies. It 
is true that there are certain types of industrial companies that 
enjoy relatively stable earnings, but the existence of such com- 
panies does not destroy the validity of the general observation. 
The reasons for this situation are not very hard to find. 

Competition. In the first place, industrial companies are 
usually subject to severe competition, except in those relatively 
few instances where some form of legal monopoly, such as a 
patent monopoly, or control of raw material, exists. There are, 
in fact, several types of competition to which industrial com- 
panies are subject. First is the ordinary competition reflected 
in the markets where the concern sells its output. Another type 
of competition comes from the continual growth of new concerns 
equipped with the newest and most modern machinery. Such 
companies for a time enjoy lower costs than their competitors, 
with the result that older concerns, in order to escape the handi- 
cap of high costs, are often required to scrap their equipment 
long before its real life is spent. This kind of depreciation is 
called obsolescence. Finally, the competition of one commodity 
with another must be considered. It is a general complaint 
among clothing manufacturers that the automobile has diverted 
purchasing power, which otherwise would have been used for 
their products. The displacement of the bicycle and the car- 
riage by the automobile is now a matter of history, while the 
substitution of artificial silk for other fabrics is so recent a phe- 
nomenon as to require but little comment. 

Instability o. demand and changes in styles and tastes. 
Other reasons why industrial earnings fluctuate widely are style 
changes and the constant shifting that takes place in the public's 
demand for goods and services. Particularly in the textile in- 


“See Chapters 18 and 19. 
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dustries are style changes of the utmost importance. Several 
years ago a visit of the Prince of Wales to this country stimu- 
lated the sale of blue shirtings to such an extent that the earn- 
ings of several large mills that specialize in the jnanufacture of 
shirtings were seriously affected, because they had a large stock 
of standard patterns that failed to move. The gTOwing demand 
for combination shirts and collars during 1926 and 1927 was 
given as the reason for a decline in earnings of one of our large 
collar manufacturing concerns. In the automobile field also, 
one is constantly witnessing changes in designs and models that 
react to the advantage of some companies and to the detriment 
of others. In short, to maintain their position in the field, it is 
necessary for all companies that produce goods for the ultimate 
consumer to keep in constant touch with the consumers’ tastes 
and to anticipate the latest developments. 

How industrial earnings are affected by business conditions. 
The constant fluctuations that occur in business conditions, ac- 
companied by rising and falling prosperity, also cause industrial 
earnings to vary from year to year. During periods of pros- 
perity the purchasing power of the community is high, demand 
is large, and profits are high. Rising prices are likewise favor- 
able to most manufacturing concerns. During periods of depres- 
sion demand falls off, prices decline, and the earnings of many 
concerns are seriously reduced. Companies engaged in the 
manufacture of luxuries, or of articles that are not absolutely 
necessary, naturally will be the hardest hit during such times, 
while concerns that manufacture low-priced necessities may not 
be so seriously affected. Industifial profits as a whole, however, 
follow the trend of business conditions very closely. 

The effect of price fluctuations on inventory values is another 
factor that often affects the profits of industrial companies. A 
rapid fall in prices, such as occurred in 1920-1921 and in 1930- 
1932, is very serious to a concern that carries an average inven- 
tory equal to 50 per cent of its gross sales. Not only does such 
a fall in price cause earnings to decrease, but it weakens the 
concern’s liquid position and frequently necessitates temporary 
or permanent borrowing. 

tow business risk. While so-called industrial corporations 
as a class are subject to high business risks, there are some ex- 
ceptions. Companies that enjoy a monopoly in their field, either 
because they control patent rights or sources of raw materials, 
occupy a strategic position and may enjoy a relatively low busi- 
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ness risk. Companies like Eastman Kodak, General Elortric, 
du Pont, and Union Carbide and Carbon control many patents, 
which they add to by research. They also enjoy the protection 
of valuable trade-marks. The Aluminum Company of .:\.morica 
Avas the sole producer of virgin aluminum in this country, until 
Eeynolds Metals Company entered the field in 1941. By virtue 
of such monopoly these companies enjoy a relatively low bu.siness 
risk. 

Low-priced necessities. Industrials manufacturing low- 
priced commodities that are necessities likcAvise enjoy a stable 
demand for their products. Where such a situation obtains, the 
unit of expenditure for the article is small, the proportion of the 
consumer’s total income used in the purchase of such articles is 
small, and sales, therefore, remain fairly constant irrespective of 
business conditions. American Can, American Tobacco. Dia- 
mond Match, and Procter and Gamble are companies that belong 
to this class, as shown in the folloAving table: 


NET INCOME AVAIL.\BLE FOR INTEREST AND DIVIDENDS 
OF SELECTED INDUSTRIALS: 1030-1939 
(Thousands of Dollars) 


}>«)• 

American 

Can 

American 

Tiihaccn 

Diamond 

Match 

Procter it 
Oamhle * 


. . . 18,285 

27,534 

2,137 

27,816 

1938 

13,046 

20,474 

2,074 

19,102 

1937 . 

. . 17,928 

27,075 

2,112 

27,399 

1930 

. . 17,227 

20,994 

26,143 

2,056 

16,842 

1935 

17,310 

2,276 

19,124 

1934 

19,623 

24,348 

2,427 

14,502 

1933 

.... 15,367 

17,689 

2,358 

11,282 

9,607 

1932 

. . 10,957 

44,190 

2,037 

2,05.5 

1931 

.... 16,630 

46,734 

23,130 

1930 

22,884 

43,345 

2,427 

22,934 


* Years ended June 30. 


Chain store companies. In the merchandising group the 
better-managed chain store companies have likewise been rela- 
tively free from business risk during the past decade. These 
companies sell standardized articles, on which the unit of ex- 
penditure is small. They operate over a -wide territory and 
hence avoid the dangers of local depression. Many of the ar- 
ticles they sell are necessities that are sold at a substantially 
lower price than similar articles in unit stores. For this reason, 
the larger chain store companies have until recently shown a 
comparatively steady growth and a smooth upward trend of 



292 FINANCIAL ANALYSIS— GENERAL 

earnings quite irrespective of business conditions. With rapid 
turnover of merchandisej the risk of inventory losses is reduced. 
The table below, showing net earnings of the Great Atlantic and 
Pacific Tea Company of America, the F. W. Woolworth Com- 
pany, and the S. S. Kresge Company for the years 1930-1939, 
inclusive, show the characteristics of such companies in a decade 
of unusually trying conditions. In the earlier years industrial 
activity was declining, and commodity prices fell. When al- 
lowance for these influences is made, the degree of stability is 
favorable, although the Great A. & P. shows the effect of adverse 
chain store taxes and increased competition. 

NET EARNINGS OF SELECTED CHAIN STORE 
COMPANIES; 1930-1939 
(Thousands of Dollara) 


Great f\ W. N. 3. Kresge 

Year A. & P. Co.* Woolworth Co. Co. 

1939 15,834 29,310 10,639 

1938 9,119 28,585 9,202 

1937 17,085 33,387 10,984 

1936 16,593 32,925 11,466 

1935 16,709 31,247 11,036 

1934 20,478 32,142 10, 969 ‘ 

1933 22,733 28,691 9,675 

1932 29,793 22,101 7,045 

1931 30,743 41,031t 10,904 

1930 26,220 34,736 11,918 


* Years ended Peb. 28. 
t Includes 9,977 profit on sale of securities. 

Whatever may be.,.said regarding exceptions of this nature, 
it is a well-recognized/ principle among investors that industrial 
companies ah a class are subjefet to high business risk. This risk 
explains the low average ratio of .bonded debt to ownership 
equity among industrial companies as a group, ag compared with 
either public utilities or railroads. In a compilation for the 
year 1930, which included data for 555 industrials, with aggregate 
resources of $'37,464/)00,‘000, the total fund debt amounted to 
$4,204,000,000, and the stock equity amounted to $29,265,000,000. 
The ratio here was approximately 1 to 7. Similar data for a, 
group of 26 railroads, with combined assets of $17,461,000,000 
showed a funded debt of $7,075,000,000 and capital and surplus 
of $9,230,000,000. The ratio here was about 1 to 1.3.® These 

‘Standard Corporation Records, Special Earnings Section, November 11, 1931, 
pp. 4 and 5. 
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figures are significant even though a wide variety of businesses 
are classified under the heading “industrials.” and they bear 
out the generally accepted principle that borrowing operations 
should be guided by the extent to which business risk exists. 

Summary. In the present chapter certain factors of general 
importance have been considered. Management is one of these 
factors. The capital structure of the corpoz-ation is also of 
primary concern, for here is reflectQd the financial relationship 
existing between different groups of investors. By Avay of sug- 
gestion, the risk elements present in the three majoz* groups of 
privately owned companies were analyzed briefly. The investor, 
however, should be in a position to cai’ry this investigation much 
further and to discriminate within these groups. It should Ize 
a cardinal rule, in purchasing securities, to insist that the capital 
structure of the corporation be in keeping with the inherent 
risks. 



13 


Financial Analysis — Industrials 


Industrial securities. Among investors the term “industrial 
securities” is used in a very broad sense. Quite illogically it 
is often applied to the securities of practically all private enter- 
prises except those that may be definitely classified as public 
utilities, railroads, banks, real estate, insurance, or investment 
tru.sts. In a way. it is unfortunate that the term should be used 
in so general a fashion for. after all, there is little in common 
among such diverse enterprises as copper mining, oil producing, 
automobile manufacturing, and chain store merchandising. The 
three chief groups of “industrials” are: (1) the extractive or 
mining; (2) the manufacturing; and (3) the merchandising 
industries. Some integrated units merge all three types of 
activity, as in the petroleum group, where certain corporations 
own and operate th6 oil wells, refine the product, and sell the 
consumer the finished commodities. 

In developing methods of analysis that are applicable to rail- 
road securities, one finds his probleiji simplified by the fact that 
he is-d|ealing with corporations whose fundamental operations 
are to a'cetjl^ fe ^tent similar, in.spite of the different geographic, 
economic, an^hinalfeJS^«ilifefcms in various parts of the country. 
The same may be said of electric light and power companies, 
traction companies, banks, insurance companies, and so on. In 
determining methods of analysis that are adaptable to industrial 
securities, one finds a somewhat different situation existing. 
Although it is possible to single out certain characteristics com- 
mon to many different lines of activity, it is nevertheless desir- 
able to work out for each industry certain refinements that take 
S94 
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into account factors which are generally applicable to the indus- 
try under consideration. 

Tor example, in the analysis of textile securities, many sta- 
tistics can be reduced to a “per spindle” basis; in the considera- 
tion of sugar securities, the “per bag” basis may serve as a com- 
mon denominator; while in the analysis of the securities of oil 
companies, as much depends on giving proper consideration to 
the reserves of the company as to current operating data. 

With this in mind a plan of investigation has been developed 
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Courtesy Commercial Research JDepi., Goodyear Tire & itubber Co., Ahron^ 

Figure 11 — ^Indexes of Crude Rubber, Tire, and All Commodity 
Prices (1914 = 100). 

that provides first for a general survey of the industry in which 
the enterprise itself is engaged. Now that some of the pertinent 
factors to be studied in determining the investment outlook of 
the entire industry have been indicated, the general methods by 
which the concern itself may be analyzed and its position in the 
industry determined will be discussed. These methods include, 
first, a consideration of a series of financial ratios that apply 
generally to industrial concerns and, secondly, specific Imes of 
inquiry that may be adapted to particular industries. 

General survey of industry: sources of raw material. One 
of the first matters to be considered in a general survey relates 
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to the sources of raw materials that the concern uses, the mar- 
kets in which these are purchased, and the probable variations 
in raw material prices over a period of years. Where a concern 
is integrated — that is. where the same corporation produces botlr 
the raw materials and the finished products, as does the United 
States Steel Corporation — ^this aspect of business risk is mini- 
mized. Quite the opposite situation exists with respect to our 
large tire companies, however, for here the bulk of raw material 
(crude rubber) comes from the Far East and is raised in British 
and Dutch territory. One of the serious elements of risk in the 
tire industry arises from the wide fluctuations that occur in crude 
rubber prices from year to year. Some idea of the range over 
which rubber prices varied during the period 1914 to 1934 may 
be obtained from Figure 11 shown on the preceding page. 

That the actual monthly fluctuations in rubber prices were 
very violent during a substantial part of the period covered is 
indicated by the curve of average monthly prices. The follow- 
ing table gives the high and the low range for each year from 
1920 on; 


ANNUAL RANGE OF RUBBER PRICES, BASED ON MONTHLY 
AVERAGES OP SPOT RUBBER AT NEW YORK* 


(In Cents? 


Year High Low 

1920 65.0 17.5 

1921 20.0 12.8 

1922 27.5 14.2 

1923 35.5 26.0 

1924 38.1 18.9 

1925 104.8 35.6 

1926 79.6 38.0 

1927 41.0 33.8 

1928 40.0 17.9 

1929 24.6 16.1 


* Standard Statistica Company, statistical 1 


Pound) 

Year High Low 

1930 16.8 8.2 

1931 8.3 4.6 

1932 4.4 3.0 

1933 8.8 3.0 

1934 15.5 9.2 

1935 13.2 11.5 

1936 20.2 14.4 

1937 24.3 14.7 

1938 17.0 11,6 

1939 23.2 16.0 


From 1922 to 1928, the so-called Stevenson plan, under which 
the production and export of rubber in the British colonies were 
rigidly controlled, was operative in the British East Indies. 
This part of the world, chiefly British and Dutch, produces the 
great bulk of the world’s supply of crude rubber, and 98 per cent 
of the United States imports come from here. The restrictions 
imposed by the Stevenson plan were designed primarily to give 
the British producer a fair price for his rubber. The immediate 
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result was a sharp rise in rubber to a high of 104,8 cents per 
pound (in 1925). However, the plan produced no stability in 
rubber prices, for, by 1928, when the system was discontinued, 
rubber had fallen to a high price of 40 cents per pound and a 
low of 17.9 cents per pound. Subsequently an agreement was 
formulated by British, Dutch, and French interests to pursue a 
rubber restriction program designed to improve prices to some 
extent.^ The current situation (1941) is uncertain, owing to 
the possibility that war may interrupt the supply of this impor- 
tant raw material. An expansion of domestic artificial rubber 
production is taking place, partly financed with Government ad- 
vances to private industry. 

In order to obtain an idea of the hazards arising from such 
rapid and erratic fluctuations in raw material prices, it is neces- 
sary first to study the amount of inventories that a typical tire 
company is required to carry. The B. F. Goodrich Company, 
for instance, during the year 1930, produced gross sales of $155,- 
256,245. Its inventories at the end of the year were carried at 
$37,064,174, or 24 per cent of the sales figure. In the years 1920 
and 1921, the inventories of this company were approximately 
50 per cent of gross sales. Since inventory losses would tend to 
be related to the average amount carried in stock rather than 
the year-end inventory, the following table shows sales, the 
average of the initial and final inventories for the year, and the 
percentage of the latter figure to the former : 

INVENTORIES AND SALES— B. F. GOODRICH CO.: 1927-1939 


Year 

Average 

Inventory* 

(in $100,000) 

Sales 

(in $100,000) 

Inventory per 
Dollar of Sales 
(in Dollars) 

1927 

30.6 

151.7 

.20 

1928 

34.6 

148.8 

.23 

1929 

41.6 

164.5 

.26 

1930 

. . . 41.7 

166.3 

.27 

1931 

31.3 

115.2 

.27 

1932 

21.3 

74.5 

.29 

1933 

. . 21.3 

79.3 

.27 

1934 

30.0 

103.9 

.29 

1935 

36.4 

118.7 

.31 

1936 

39.4 

141.1 


1937 

, . . . 42.0 

150.0 


1938 

, . . . 40.0 

115.0 

.35 

1939 

38.1 

141.6 

.27 

Average ot 

inventory at beginning and 

end of period. 



* Case, W. W!, "New Rubber Restriction Program Less Subrewive tlian Steven- 
son Plan,” Annalist, May 4, 1934, p. 702. 



298 


FINANCIAL ANALYSIS— INDUSTRIALS 


With net pi'ofits ordinarily not exceeding 10 per cent of sales 
in this industry, the importance of a 25 per cent inventory write- 
off upon net profits can be appreciated. The amount of loss is 
the result of two factors; rate of price decline and slowness of 
inventory turnover. It is true that opportunities for large 
profits are created during periods of rising prices, yet it is a far 
better policy for manufacturing corporations to avoid, if possible, 
all chance of loss or gain from fluctuations in commodity prices 
and to seek, so far as possible, only a normal manufacturing 
profit. When, however, price movements are as violent as those 
portrayed here, ability to speculate in inventory may be fully as 
important as manufacturing efficiency in determining profits. 
In a number of lines in which inventory prices are very unstable, 
such as rubber, sugar, leather, and meat packing, profits are cor- 
respondingly unstable. 

Labor conditions and business risks. The question of labor 
conditions likewise presents an element of risk in industrial com- 
panies. The bituminous coal industry as a whole has suffered 
from overdevelopment and a stagnant market, but the fate of 
particular companies has often hinged upon the labor situation. 
In some of the Midwestern states, like Illinois, where labor was 
unionized, wage scales were maintained at a level that made 
competition with non-union fields in the East impossible save for 
the richest and most easily operated mines. The result was a 
shift in the industry and the failure of certain units.“ Similar 
conditions have marked the shift of numerous te^ttile mills from 
New England to the South. The encouragement to unionization 
under Eederal legislation which started in the 1930’s has made 
labor relations of deepest importance to the investor. Study 
of labor conditions is essential, especially where, because of elastic 
demand for the product, the possibility of passing increased labor 
costs on to the consumer is very doubtful. 

Markets. A study should also be made of the market for the 
products of the concern under consideration. The location and 
the extent of the market and the nature of the demand are im- 
portant. Is the product a necessity or a luxury? How^ will 
sales hold up during periods of depression? What competition 
must be met? .Are sales of the so-called repeat sort, or is a 
customer once sold out of the market? The salvation of the 

‘The simultaneous decline of the Cliicago and Eastern, Illinois Railroad Go. 
and the enrichment of the Chesapeake & Ohio Railway Co. are written in their 
coal traffic statistics for the decade of the 1920’s. 
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Gillette Safety Razor Company, when its original basic patents 
expired, was its market for over (10,000,000 blades annually. 
Another factor of importance is diversitj- of outlets. Concerns 
which sell through many retail outlets and have a consumer 
demand for their products are in a better position than are con- 
cerns that sell under jobbers’ brands to a few large outlets. 
Another question is that of potential market growth. Is there 
room for future expansion or has the industry reached the acme 
of its growth? There is little or no opportunity today for ex- 
pansion in the cotton or woolen textile industries. The auto- 
mobile industry appears to have passed through its period of 
maximum domestic expansion and is concerned chiefly with satis- 
fying replacement demand. Some industries that are still young 
and have possibilities of future growth are the electric equipment, 
air conditipning, new types of housing, and chemical industries. 

Organization within the industry. The organization found 
within the industry is also important. In the cotton textile 
field many small independent mills are competing for business. 
There are also two distinct producing areas — New England and 
the South. In the former locality many mills are characterized 
by old-fashioned management and obsolete equipment. Costs 
of production are also high, yet these mills have a low original 
investment cost and hence low carrying charges. The develop- 
ment on a rapid scale of new mills in the South has so increased 
the number of spindles in operation and output that there is in- 
sufficient business to keep all plants operating at a profitable 
capacity. The failure of high-cost producing mills cannot act 
as an immediate remedy for the situation, for such mills, unless 
liquidated and dismantled, still operate so long as they can meet 
“out of pocket” expenses. Under these conditions, they actually 
become more dangerous competitors, at least so far as trade 
stabilization is concerned, than do new mills with normally low 
production costs. In contrast, certain other industries have the 
bulk of their business concentrated in the hands of a limited 
number of large units, which, although actively competitive, do 
not indulge in periodic cut-throat competition. In some indus- 
tries monopoly conditions arising from such factors as patents, 
advantageous location, or superior management, create favorable 
investment return. 

The tariff and investments. The possible influence of the 
tariff upon a given investment is another factor to be studied. 
Because the tariff is a debatable matter and is subject to major 
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changes by political action, it deserves attention in considering 
protected industries. Tariffs levied upon certain imported ar- 
ticles make it difficult or impossible for them to enter the United 
States market at a cost that will permit their competition with 
similar products of domestic manufacture. Domestic sugar pro- 
duction is a prime example of an industry that can survive only 
when given the artificial protection of a tariff wall. Cotton and 
woolen goods also regard tariff protection as necessary. 

Economists have generally opposed tariffs as fostering do- 
mestic high cost industries and diverting the national productive 
resources from those lines which they could carry on most ef- 
ficiently. Their strictures have largely fallen on deaf ears in 
this country, partly because of the desire to build up “infant” 
industries (which apparently never grow up), and partly because 
of the sentimental desire to favor “home industry.” , In recent 
years, for military reasons, the tariff, the world over; has received 
added impetus in the drive for autarchy, or national self- 
sufficiency. 

Usually an industry that is efficient enough to stand on its 
own feet is in a stronger investment position than one depend- 
ent upon tariff protection. Nevertheless, once a tariff law has 
been passed in any field, capital and labor acquire a vested in- 
terest in its continuance, which has generally prevented repeal 
or even reduction. The increased interest in America’s foreign 
trade and in the consumers’ welfare, however, may bring changes 
for which the investor should be alert. 

Analysis of individual concerns ; importance of financial state- 
ments. After the investor has given sufficient thought to the 
foregoing general factors which bear on the investment problem, 
he should turn his attention to the particular enterprise. In 
studying the risks of this business he must center his interest 
on two essential points: the position of the company in the in- 
dustry and the conditions within the business itself. He should 
make a study of the financial reports that present the actual con- 
dition of the company from time to time, and that summarize 
its operating results during the intervening periods. 

The two most important statements available to the investor 
for purposes of financial analysis are the balance sheets and the 
income accounts of a corporation. These records are so impor- 
tant and are so generally used by investors in appraising the 
financial condition of businesses, and the financial ri.sks atl ached 
to their securities, that a thorough understanding of them is 
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necessary for the student of investments. For the benefit of 
those who are not familiar with accounting methods, a brief 
explanation of the nature of these two sets of accounts follows. 

Balance sheet defined. The balance .sheet may be said to show 
a cross section of the financial condition of a concern ( or indb 
vidual) at a given instant of time. It is a statement of assets, 
liabilities, and proprietorship interest, and may be interpreter! 
as an equation : Assets = Liabilities + Proprietorship Interest. 
On the asset, or debit, side of the balance sheet is a list of all the 
assets of the corporation; on the liability, or credit, side are indi- 
cated the various equities in these assets. That which does not 
belong to creditors belongs to the owners of the business. Thus 
we find two distinct types of accounts on the liability side of the 
balance sheet : those representing amounts ow'ed to outsiders and 
those representing amounts owed to the owners, so to speak. 

We have a somewhat different situation, however, when the 
corporation suffers losses sufficient to reduce or to impair the 
original capital ; that is, when assets are less than liabilities plus 
original capital, a deficit occurs. This deficit appears as a nega- 
tive item on the liability side but becomes a positive item if 
transferred to the asset side of the equation, that is, Assets = 
Liabilities -f- Capital (proprietorship) — Deficit (proprietor- 
ship) ; or Assets -j- Deficit = Capital -f- Liabilities. A deficit is 
not a real asset, however; it is really an offset to capital. 

Analysis of proprietorship accounts. These very elementary 
concepts will now be illustrated by hypothetical balance sheets. 
Let us first assume that the financial affairs of corporation A 
stood as follows at the close of business, December 31, 1939 : 


Asselx 


Land and Buildings $1,000,000 

Machinery and Equipment . 500,000 

Inventories 600,000 

Accounts Receivable 600,000 

Cash 300,000 


Liabilities 


Capital Stock $1,000,000 

Bonds, 6% 500,000 

Accounts Payable 400,000 

Notes Payable 200,000 

Profit and Los.s Surplus. . 900,000 


. $3,000,000 $3,000,000 

If this company had been liquidated on December 31, and if 
the assets had all brought their book values, the 13,000,000 of 
assets would have been distributed as follows; $500,000 to the 
bondholders, $600,000 to noteholders and creditors, and $1,900,- 
000 to the stockholders. 

Suppose, on the other hand, that the company suffered severe 
losses during 1939 and that the balance sheet showed the follow- 
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ing situation on December 31, instead of the more prosperous 
one previously suggested: 

Axxcis 

Land and Buildings $1,000,000 

Machinerj’ and Equipment 500,000 

Inventuries 300,000 

Ace(junts Receivable 200,000 

Cash 100,000 

Profit and Loss Dofieit 800,000 

82,900,000 82,900,000 

If assets were to be liquidated at their book values, the total 
receipts would not be $2,900,000, but $2,100,000. This amount 
would be distributed as follows: $500,000 to the bondholders, 
$900,000 to the creditors, $500,000 to the noteholders, and the 
remaining $200,000 to the stockholders. The profit and loss 
deficit here is thus an offset to capital and is not an asset in the 
true sense of the word. That is to say, the real book value of 
the capital account is $200,000, and not $1,000,000, as it appears 
at first glance. The asset “profit and loss deficit,” which has 
been designated an “offset” account, must first be deducted. 
Its appearance on the asset side as a positive item, or on the 
liability side as a negative item, is necessary to make the books 
balance. 

It is possible, of course, that the deficit might be in excess 
of the amount of capital stock outstanding. In cases where this 
occurs the corporation is said to be “insolvent.” That is, the 
corporation has not enough assets to meet its actual obligations 
to outside creditors. A situation such as this may occur before 
it is shown on the books of the company. Reverting to the bal- 
ance sheet shown above, one observes that land and buildings are 
carried at $1,000,000. Assume now that this item is overvalued 
on the books of the company and is really worth only $700,000. 
A proper revaluation of these assets would increase the profit and 
loss deficit to $1,100,000, and the corporation would become in- 
solvent. A similar loss might be incurred with the same results 
with any of the other asset items. 

Lack of standardization. For illustrative purposes a very 
simple balance sheet was constructed. In practice the balance 
sheet may be much more complicated and thus present a real 
problem of analysis. Furthermore, there is an utter lack of 
standardization in industrial accounting, which makes the 
analyst’s task at times very difficult. Take, for example, the 


Liabilities 

Capital Stock $1,000,000 

Bonds, 6% 500,000 

Accounts Payable 900,000 

Notes Payable 500,000 



FINANCIAL ANALYSIS-INDUSTRIALS 


303 


variety of ways in which depreciation may be handled, A few 
concerns do not charge any depreciation, but charge oif some or 
all fixed assets as they are purchased. Other concerns charge 
income for a fixed annual amount, determined by the value of 
the assets and the rate at which they are expected to depreciate, 
and write down these assets each year by an amount equal to 
the estimated depreciation. When this is done the assets may 
be carried at their net depreciated figure in the balance sheet or 
at their original value, with the depreciation reserve appearing 
directly underneath the original value as a deduction. This 
latter arrangement may be illustrated by reference to the balance 
sheet appearing on page 302. Let us assume that the machinery 
and equipment account, which is carried at 1500,000. has a value 
before depreciation of $600,000. This item might be carried at 
$500,000, as is done, with no reference to depreciation, or it might 
be carried as follows: 

Machinery and Equipment $600,000 

Less Depreciation 100,000 


.$500,000 


Another method for the handling of accumulated depreciation 
is to set it up as a liability under the heading “Reserve for De- 
preciation.” Had this been done in the preceding case. “Ma- 
chinery and Equipment” would have been carried at $600,000 on 
th’e asset side of the balance sheet, and, among the liabilities, an 
item, “Reserve for Depreciation on Machinery and Equipment,” 
amounting to $100,000, would have appeared. The entries then 
would have been as follows: 


AHHcta 

Machinery and Equipment. . . $600,000 


Luibiltiies 

Jlesorve for Depreciation on 

Machinerj' and Equipment . $100,000 


It is important for the investor to differentiate between so-called 
offset reserves of this nature and liability and proprietorship 
reserves. Offset, or valuation, reserves appear, as indicated 
above, either on .the side of the balance sheet opposite to that 
on which the assets whose valuation they reduce appear, or as 
direct deductions from the asset amounts. Examples of such 
offset items are reserves for depreciation and obsolescence, for 
bad and doubtful accounts, and for the reduction of inventory 
value. The simplest way in which to dispose of such accounts in 
financial statement analysis is to reconstruct the balance sheet 
and eliminate them entirely by deducting the amount indicated 
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i'loin the corresponding asset on the other side of the balance 
sheet. 

When the corporation sets up special reserves that cannot be 
definitely interpreted, a more difficult problem is created. Sup- 
pose that a reserve is set up for “pensions and retirements.” Is 
this a true proprietorship item or not? The answer depends, 
of course, on the extent to which the amounts charged thereto 
represent real liabilities. If the reserve is properly set up and 
not exaggerated, the assumption is that sooner or later an equal 
amount must be paid out as losses. The same may be said of 
other special “contingent” reserves set up against possible in- 
ventory losses, or fire losses, where the corporation operates its 
own insurance funds, and so forth. On the other hand, corpora- 
tions sometimes use such accounts to hide earnings. Some 
analysts would hold that until the actual happening of the con- 
tingency for which these reserves were created, such items are 
really surplus. 

“Reserves for additions and betterments,” or similar reserves 
which are clearly neither for valuation of an asset nor a debt to 
outsiders, are examples of proprietorship, or surplus, reserves. 
They are surplus under a title which indicates that they cannot 
be used as a basis for dividends. Sometimes a vague item, such 
as “Special reserves,” appears which may or may not represent 
a proprietorship account. Where corporations are involved in 
lawsuits or patent disputes, they sometimes set up reserves to 
cover anticipated losses. The conservative practice is to ques- 
tion such accounts unless they are explained in the reports of 
the company. 

The presence of a relatively large item representing “good- 
will” or other intangibles among the assets requires special 
treatment by the analyst. Pending further discussion, it is 
recommended that such items be eliminated entirely from, the 
balance sheet and that an equal amount be deducted from sur- 
plus. This treatment should not be taken to imply that good- 
will never has a value, for, as will be seen, it may have a real 
value. The purpose in eliminating intangibles from the balance 
sheet is purely to facilitate the statistical comparisons that are 
to be suggested. 

Deferred and prepaid items also require interpretation. In 
the customary operation of corporate affairs, it becomes neces- 
sary from time to time to pay in advance for certain services. 
Frequently, insurance is paid, for several years in advance. 
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Work may be undertaken in the opening of new markets and 
the expenses incurred carried as an asset until profits materialize. 
In other cases, extraordinary losses may be set up as a deferred, 
or suspense, account and gradually charged against earnings. 
This latter type of item may be treated as an intangible asset ; 
whereas the former type, consisting of prepaid expenses, is usu- 
ally relatively small and may be treated as a current asset, 
although in the conventional balance sheet it is generally shown 
as a special division of the assets. 

Income account defined. The income account, as contrasted 
with the balance sheet, shows the operating results of a corpora- 
tion over a period of time, usually a year. It explains in more 
or less detail the income and expenses which have caused the 
changes in the proprietorship, or surplus, account in the period 
elapsing between two consecutive balance sheets. Practice 
varies in regard to the form in which the income account is set 
up, but the following example illustrates in a general way the 
customary method of presenting this information for manufac- 
turing concerns. The same procedure will be followed in the 
explanation of the income account as in that of the balance sheet. 
First a simple form of income account, covering the operation 
of our assumed corporation for the year ending December 31, 
1940, will be considered. (See page 307 for balance sheet.) 


INCOME ACCOUNT: YEAR ENDED DECEMBER 31, 1940 

Not Sales ®bOOO,OTO 

Cost of Goods Sold and Operating Expen.sps 800,000 


Nat Operating Income 

Income from Other Sources. 

Total Income 

Fixed Charges, 

Income Taxes 

Net Profit 

Dividends on Stock 


$200,000 

20,000 


$220,000 

30.000 

20.000 


$170,000 

100,000 


Net Profit Left in Business $70,000 


It is also true that there is a lack of standardization among ac- 
countants as to the way in which the income account is set up. 
The simple example suggested here illustrates the main groupings 
necessary to a proper analysis of the financial affairs of the cor- 
poration. The first item that appears is Net Sales. ihis 
may be labeled “Total Revenues,” “Sales BiUed," or Sales, 
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but should iiiolude only the gross amounts received from the nor- 
mal operations of the business, after returns and allowances have 
been deducted. “Operating Expenses” includes expenditures 
other than those for goods or their production, such as selling 
and administrative, but not any distribution to investors or 
taxes based on profits. Among the more common operating 
expenses are salesmen’s salaries and commissions; advertising; 
administrative salaries; heat and light; repairs or maintenance 
of buildings and equipment; depreciation, and taxes other than 
income and profits taxes. The amount left after the payment 
of such expenses may be called the “Net Operating Income.” To 
this is generally added any income not derived from the main 
operations of the business. Such nonoperating income may in- 
clude interest received from outside investments, rentals on 
leased properties, and the like. If there are other expenses in- 
curred that are not in the nature of fixed charges or operating 
expenses, they may be deducted at this point. Among such 
charges may be included the cost of maintaining leased property 
or other expenses incident to the ownership of nonoperating 
property. In any event “Total Income,” or “Gross Income,” 
should represent the amount available for bond interest, other 
fixed charges, and income taxes. The amount left after these 
deductions are made is available for dividends on stocks and for 
surplus. 

Again, it should be recalled that practice differs among cor- 
porations as to the form in which the income account is pub- 
lished. Some corporations include all taxes in operating ex- 
penses ; others do not charge depreciation as an operating expense 
but insert it at a later point as a charge against surplus; still 
other corporations do not show sales at all. Complete lack of 
standardization again makes the analyst’s task more difficult, for 
he is frequently required to use his ingenuity in interpreting 
various items. In the work of comparing one corporation’s ac- 
counts with those of another, it is often necessary to rearrange 
the various corporate accounts in some uniform manner before 
any comparison is possible. The arrangement suggested in the 
simple statements of Corporation A may be considered as the 
suitable order for analytical purposes. 

Relation of income account to balance sheet. All income 
and all expenses wkkh have an effect, one way or another, on 
the proprietorship equity of the company are summarized in the 
income account. In the preceding exantple the profit and loss 
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balance of 170,000 represents the net change made in the surplus 
account of the corporation between the two balance sheet periods. 
This fact may be illustrated by reference to the first of the 
previous balance sheets assumed for this corporation, appearing 
on page 301, in which profit and loss surplus was carried at 
$900,000 for the year ended December 31, 1939. It is known 
from the income account just shown that the 1940 balance sheet 
will have to show a $7Q,000 increase in proprietorship equity, 
which should appear as an increase in the profit and loss surplus 
account.® It is in fact conceivable that the balance sheet of 
Corporation A, on December 31, 1940, might appear as follows: 




Land and Buildings 81,025,000 

Machinery and Equipment . 625,000 

Inventories 700,000 

Accounts Receivable 500,000 

Cash 320,000 


Liabililies 

Capital Stock $1,000,000 

Bonds 500,000 

Accounts Payable 400,000 

Notes Payable 200,000 

Surplus 970,000 


$3,070,000 $3,070,000 

In other words, one must look to the income account for an 
explanation of the changes that take place in surplus between 
two balance sheet dates. For Corporation A, if no income ac- 
count had been available, but merely the balance sheets as on 
December 31, 1939 and 1940, respectively, and had it been known 
that the company paid dividends of $100,000, net earnings for 
the period could have been determined by working backward. 
By subtracting the 1939 surplus from that for 1940, a gain of 
$70,000 is shown. Adding to this, $100,000 in dividends, one 
arrives at total net earnings of $170,000. For corporations that 
fail to publish income accounts, but publish annual balance 
sheets, it is possible to estimate earnings in this way. 

Analysis of United States Steel Corporation’s reports: bal- 
ance sheet. Now that a t 3 q)ical balance sheet and income ac- 
count have been examined and the relationship between the two 
statements traced, it will prove interesting to consider a set of 
actual accounts as published by a going concern. For illustra- 
tive purposes, the balance sheet and the income account of the 
United States Steel Corporation have been chosen. The ac- 
counts of this concern have been used because they present the 

“This statement assumes that no capital adjustments were made during the 
year, such as, for example, the writing up or down of fixed assets or the dis- 
tribution. of stock dividends. Such adjustments have an^ effect on proprie- 
torship equity and will usually appear as "surplus changes” in a special division 
at the end of the income account for the period. 






SI, 31 1,807,071 $1,208,906,814 
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condition of our largest industrial company. A complete presen- 
tation of the comparative balance sheet of this corporation {save 
for certain supporting schedules concerning Inventories, Fixed 
Assets and Long-term Debt) for the year 1938 and 1939 is given 
on pages 308 and 309. The income account for the period ap- 
pears on pages 311 to 312. 

While many of the items appearing in this statement are clear, 
it may be desirable to comment on others in the light of the re- 
quirements of the investment analyst. Possibly the first ac- 
count needing comment is “Investment, IT. S, Steel Corp. com- 
mon stock.” Although here the amount is relatively negligible, 
it is customary in analysis work to omit such an item from the 
assets and subtract it from the capital stock and surplus on the 
liability side, since so much stock is in the treasury and no longer 
outstanding. The gross amount of property, plant, and equip- 
ment is listed, followed by deduction for “reserves.” or allowances 
for loss of value from “depletion, depreciation, amortization & 
obsolescence.” It will be noted that this deduction represents 
a write-down of more than one half. Since it is customary to 
carry the gross figure at original cost, and since the allowances 
are necessarily estimates, the net valuation is not to be under- 
stood as even approximating current market value. 

If that portion of the amount carried under "Cash resources 
held in bond sinking funds & other trusteed accounts,” which 
was available for funded debt repayment, were known, it would 
be deducted from that liability in order to facilitate the analysis 
of the balance sheet relationships. Under “Deferred Charges” 
will be found any bond discount when bonds have been sold for 
less than par, the bond account showing the par liability. Each 
year during the life of the bond an equal amount of this discount 
is charged off as part of the interest expense, and the discount 
account is gradually reduced. 

The nature of “Current Liabilities,” or items coming due 
within one year, and of “Long-Term Debt” is fairly evident. 
“Deferred Credits” represents unrendered service or undelivered 
goods for which the corporation has been prepaid. These, un- 
like the preceding debt items, are not liquidated by a cash pay- 
ment and generally include a profit element; therefore, expendi- 
ture of resources will be less than the amount of liability. 

Where reserves are set up to meet probable cash outlays, as 
for accidents to employees or to the public or for fire insurance, 
the items may be regarded as in the nature of liabilities, even 
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though no specific creditors exist. When, however, the reserves 
are excessive, as reserves for self-insurance often are, or when 
the prospective outlay does not occur, as is generally true for 
contingency reserves, the items are merely surplus and a jiarf of 
stockholders’ net worth under another name. The })Osition of 
these reserves between the liabilities proper and the net worth 
accounts indicates their borderline nature. Unless the investor 
is certain of their surplus character, he is likely to omit them 
from the net worth total but compute the amount they would 
add to the common stock equity were they included. 

“Minority Interest in Companies Not Wholly Ownetl’’ repre- 
sents the stock (and its pro-rata share of surplus) of any .sub- 
sidiary companies which is outstanding in the hands of the pub- 
lic. Since such stock is not an obligation of the holding cor- 
poration, and in any case is generally a small amount, it is likely 
to be stated as a single lump sum. Subsidiary stock held by the 
corporation is, of course, an intercoiiipany bookkeeping item and 
so is eliminated in a consolidated balance sheet. 


UNITED STATES STEEL CORPORATION AND STTHSIDIARIER 
CONSOLIDATED STATEMENT OF INCOME AND SURPLUS 
For Tears Ending December 31, 1939 and 1938 


GROSS SALES & REVENUES; 

Gross sales, less discounts, returns and allowances . , 

Gross revenue of transp. oomlhon carriers 

Gross revenues from miscellaneous operations 

Total 

COST OF GOODS SOLD & OPERATING EX- 
PENSES OP TRANSPORTATION & MIS- 
CELLANEOUS OPERATIONS 

Balance 

OTHER OPERATING EXPENSES: 

General administrative and selling expenses 

Payments under pension plan to U. S. Steel & Car- 
negie Pension Fund 

Provision for bad debts 

Taxes (excl. social security & Federal income taxes) 

State and Federal social security taxes 

Idle plant expenses . • 

Allowances for depletion, depreciation & obsoles- 
cence 

Expenses of dismantling and rearranging facilities. . 


1939 

103.8 

$801,039,242 

$560,508,303 

78,456,470 

52,574,864 

24,656,179 

19,450,216 

904,1.51,897 

632,633,383 

667,109,644 

488,393,2.58 

237,042,253 

144,140,126 

61,066,788 

41,001,553 

8,305,519 

7,743,046 

1,193,635 


39,224,030 

34,602,915 

14,818,066 

11,309,216 

1,247,227 

2,440,186 

60,659,917 

48,532,841 

574,613 

660,607 

177,089,685 

146,290,363 

69,952,668 



NET OPERATING INCOME (or toss). 
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OTHER INCOME: 

Dividends from outside investments 

Interest on seeuiities and accounts (net) 

Discount on purchases 

Rents and royalties ... 

Net profit (or loss) on securities 

Net profit (or loss) on sale of capital assets 

Miscellaneous (net) 


OTHER DEDUCTIONS: 

Minority portion of profits of companies not wholly 
owned (net) 


INTEREST ON BONDS AND MORTGAGES (incl. 
net bond discount and e.xpense) 

Net income (or loss) before Federal income & profits 

PROVISIONS "for "federal" "i"n"(:6me" " AND 
PROFITS TAXES ; 

Net income (or loss) applicable to capital stocks. . . 
DIVIDENDS— U. S. STEEL GORP. PREFERRED 
STOCK (17.00 per share) 

Surplus (or deficit) tor the year 

Earned surplus at close of previous year 

EARNED SURPLUS AT DECEMBER 31st PER 
BALANCE SHEET 


496,765 
1,696,776 
1,259,505 
1,405,310 
1,325, 69 Ji 
5,408 
39,273 

292,823 

1,867,539 

993,387 

1,526,296 

555,274 

333,191 

75,748 

63,440,550 

3,483,019 

32,685 

8,146 

68,407,865 

3,474,874 

0,312,931 

8,262,328 

54,094,934 

4,787,m 

12,976,000 

2,930,000 

41,119,934 

7,717, m 

26,219,677 

25,219,677 

15,900,257 

32,937,131 

247,419,013 

280,356,144 

$263,319,270 

$247,419,013 


United States Steel Corporation income account. The con- 
solidated income account of this Corporation for the years 1938 
and 1939 as reported in its Thirty-eighth Annual Report is shown 
directly above. The form of this statement follows the general 
outline discussed earlier in this chapter. The first section deals 
with the chief operations, and begins with sales and revenues, 
from which the cost of goods and other operating expenses are 
deducted to arrive at the net operating income. An unusual 
feature of this statement is the showing of transportation activi- 
ties in the operating section. In this case such operations are 
closely integrated with steel mill activities. The combination 
of figures, however, makes analysis and comparison with other 
steel companies difficult. Among the expenses is “Allowances 
for depletion, depreciation, and obsolescence.” This item, un- 
like most of the other costs and expenses, represents not a current 
outflow of cash but a value reduction in the fixed assets. 

The net result from operations for the year 1938, a depression 



FINANCIAL ANALYSIS— INDUSTRIALS 313 

year, was a deficit. The following year showed an unusually 
brisk upswing in volume and a substantial profit. 

The next section lists non-opei%ting items under the heading 
of “Other Income.” Such income ordinarily is from security 
holdings but may be derived from any property or operation not 
the chief activity of the business. The net result through this 
point gives total income available for security holders and in- 
come taxes. The small share belonging to minority stockholder.s 
in subsidiary corporations is first subtracted ; the claim of bond- 
holders is then shown. On the balance, income taxes are levied, 
leaving the net figure available for prefcrrecl and common divi- 
dends. 

In passing, it may be noted that the United States Steel Cor- 
poration annual report is an example of the better type of state- 
ment to stockholders, from which valuable factual an<I back- 
ground material may be had. The 1939 report, from which 
these figures are taken, contains a considerable amount of ma- 
terial, both statistical and descriptive. Charts show the chang- 
ing annual proportions of the sales dollar going to employees, 
the government, and the investor group over the life of the cor- 
poration, and also employee earnings and hours over the last 
decade. Simplified statements show graphically the balance 
sheet proportions 'and a percentage breakdown of the earnings 
statement. Long-term tables give useful data on finances and 
production. The reader would do well to familiarize himself 
with this type of material by writing to the company for stock- 
• holders’ annual reports, where he may find background to supple- 
ment the more formal summaries supplied by the investment 
information services. 

Use of ratios in analysis of corporate reports. It is, of course, 
difiicult — ^in fact, practically impossible— for one to digest a mass 
of statistical or financial data without first determining certain 
bases of comparison or units of measurement. The mere figures 
that appear in the balance sheets and the income accounts of 
corporations contain a wealth of information, but this informa- 
tion cannot be utilized satisfactorily without a definite plan of 
attack. It is our next purpose to develop such a plan and to 
emphasize the more significant information that may be derived 
from the financial statements of corporations by the establish- 
ment of certain account ratios. ^ 

Capital structure. The first matter to be considered is capi- 
tal structure.” This subject has already been discussed m a 
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general way and for that reason need not be studied exhaustively 
at this time.^ Complete data relative to the capital structure 
of a corporation may be obtained from its balance sheet. Here 
are set forth all bonds outstanding, all preferred stocks, common 
stocks, and surplus and other proprietorship reserves. The total 
investment of a corporation, as carried on the books of the com- 
pany, is represented by the sum of all these items. Trade ac- 
counts and notes payable are not regarded as an investment. It 
is true that trade creditors have a temporary investment in the 
debtor concern, but this investment arises from the convenience 
of doing business on a credit basis and not from choice. Fur- 
thermore, such investment is ordinarily for a very short time 
and is in no way permanent, except in unusual cases. A going 
company, by virtue of the fact that it has on its books at all 
times an average amount of current liabilities, has the use of 
these funds; yet, for purposes of analysis, we prefer to exclude 
this item from both capital structure and investment. 

By reference to the balance sheet of the United States Steel 
Corporation, December 31, 1939, it may be observed that this 
company had the following book investment or capital structure: 


Long-term Debt $216,602,209 

Minority Interest in Companies not Wholly Owned. . 5,144,936 

Preferred Stock 360,281,100 

Common Stock 652,743,900 

Capital Surplus 38,462,801 

Earned Surplus 263,319,270 


Total Investment $1,636,454,216 


From the preceding schedule it appears that the total book value 
of the investment in the United States Steel Corporation stood 
at $1,636,454,216 and was made up as follows; 

Per Cent 


FimdedDebt 14.1 

Minority Interest 0.3 

Preferred Stock 23.5 

Common Stock and Surplus 62.1 


100.0 

Or, stated in terms of the ratio of debt to proprietorship equity, 
it appears that for every dollar the bondholders had invested in 
the enterprise the stockholders had $6.09 invested. This repre- 
sents a reasonably conservative ratio for this corporation, which 


■“See Chapter 12; 
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.13 engaged in a basic industry and which occupies a very strategic* 
position in the industry. A ratio of not over 1 to 8 or 1 to 4 is 
usually regarded as desirable among industrials if the bonds ai’o 
to acdiieve investment standing. This standard is the equivalent 
of setting the maximum funded debt at from 25 per cent to 20 
per cent of the capital structure. Or, if it were assumed that 
there were no liabilities except the bonds, it would be the same 
as setting a minimum total assets-to-debt ratio of from 4 to 1 
to 5 to 1. Too much emphasis should not be laid on this ratio, 
for in industrial security analysis the tendency is to emphasize 
earnings and working capital position. 

From the common stockholders’ standpoint it is sometimes 
desirable to show the ratio of bonds and preferred stock out- 
standing to total capitalization, for the preferred stock, of cour.se, 
represents a contingent charge against earnings and assets that 
takes precedence over the common stock. In this case, preferred 
stock and bonds constitute 37.6 per cent of total capitalization, 
while common stock' and surplus make up 62.1 per cent. 

In the preceding analysis, exact treatment would require that 
the treasury stock be deducted from the common stock and sur- 
plus. More important, "Reserves” has not been added to “Sur- 
plus,” although its nature might justify that course in whole or 
In part. 

Comparison of capital structure with market value of com- 
mon stock. Another and perhaps more effective way in -which to 
show the extent to which bonds are supported by succeeding 
equities is to compute the market values of these equities. If 
these figures are found in the case of the United States Steel Cor- 
poration, the following comparisons result: 

MiUions of Dollars 


Bonds at Par 216.6 

Preferred and Subsidiary Stocks at Par and Book Value. . . 365.4 

Common at 62 (average 1939 price) 539.6 

Market Value Total Investment (bonds and preferred 
stock at par) 1,121.5 


When the market value of the total investment is substituted 
for book investment, the bonds do not appear to be quite so well 
supported by the following equities. Thus, while each dollar of 
bonded debt is protected by $6.09 of junior equities in terms of 
book value, it is only protected by $4.19 of equities at their mar- 
ket value. This latter basis is usually regarded as the more 
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significant in deterniining the security behind bond issues be- 
cause market price reflects the commercial value of the properties 
as a going concern. It has the danger of emphasizing a valuation 
that often fluctuates erratically. 

The same process may be used in comparing the security 
behind preferred stock issues, which would give $1.48. Since 
the fortunes of the preferred stock are linked with those of the 
bonds, it is better practice to work'out this ratio for the bonds 
and preferred stock combined to the market value of the common 
stock, which gives a figure of $.93. Unless this “over-all” 
method of measuring the position of the preferred stock is used, 
an absurd result may be obtained of a ratio which shows the 
latter to be protected as well as, or better than, the bonds. 

Relation, of charges to income. Not only is the investor in- 
terested in the value of the assets behind bond and preferred 
stock issues, but he is even more interested in the extent to which 
a given bond or preferred stock issue is protected by earnings. 
Similarly, the common stockholder should know the number of 
times both fixed charges and preferred dividend requirements 
are earned. It has been suggested that an industrial bond ought 
to be secured by assets equal to four or five times the par amount 
of bonds outstanding. Similarly, it is a general rule that, on 
the average, the interest on industrial bonds should be covered 
at least three times, in order that the bond should be consid- 
ered safe. Categorical statements of this kind are dangerous, 
for, as we have seen, the risk elements in different concerns vary 
widely. Where specific statements like this are made, therefore, 
they should be considered as general in their application and 
subject to special conditions as these arise in actual practice. 

The factor of safety. In discussing the relation of earnings to 
charges, the analyst will do well to recall what was said in earlier 
chapters about the order of bond priorities. Where a corpora- 
tion has several different issues outstanding, it is important to 
determine the order in which the various claims come. This 
information can be obtained only from an examination of the 
contract provisions contained in the bond indenture. As a prac- 
|gcal matter, however, current financial services generally give 
sufiicient information to make possible the proper arrangement. 
Having made such a study, the analyst is able to determine the 
30-caUed “interest coverage” for eadi issue.'”’ The usual meas- 


' Another method of measuring interest coverage, called “factor of safety,” is 
Buggeafed by Gerstenbeig, C. W., in. Financial Organization and Management 
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ure, known as “times interest earned,” is obtained by dividing 
the amount available for all interest charges by the amount of 
interest upon the given issue and underlying or equally secured 
issues. 

The following example illustrates this method and also shows 
how a junior mortgage bond may, during prosperous years, have 
a high coverage, but during poor years suffer more severely than 
do senior mortgage bonds. Assume the following data in regard 
to a corporation whose bonds we are analyzing; 

DATA FOR BOND ANALYSIS 
Item Normal Yrai 

A Gross Revenups §1,000,000 

B Operating Expenses 000,000 

C Income from Operations S-100,000 §300,000 

D Interest on First Mortgage . . . . 200,000 200,000 

E 3200,000 3100,000 

F Interest on Second Mortgage. . . 100,000 100,000 

■ 0 3100,000 $60,000 

II Interest on Third Mortgage 60,000 50,000 

I 360,000 .310,000 

Applying the rule of dividing the interest charges on the given 
issue plus the underlying issues into the total available earnings, 
the following “coverage” or “times interest earned” figures are 
obtained ; 

TIMES INTEREST EARNED OVER-ALL COVERAGE 

Normal Year Poor Year 


First Mortgage (C -5- D) 2.00 1.80 

Second Mortgage (C D + F) 1.33 1.20 

Third Mortgage (C -5- D -L F -f H) . . . . . l.H 1-03 


The times interest earned figures readily show how large a 
margin exists over the charges of any given issue. They also 
make it easier to visualize the relative decline by which that 
margin, may be wiped out. Thus in a normal year the coverage 
for the first mortgage is sufficient to permit a decline of one-half 
in the available earnings before the margin is completely elimi- 
nated. As far as the third mortgage is concerned, however, 
with an over-all coverage of but 1.14 in the normal year, the 

Tncw York: Prentice-Hall, Inc., 2d rev. ed., 1939), p. 191. The factor of 
safety is the ratio of the amount remaining after payment of the interest on a 
given issue to the amount of that interest charge. 


Poor Year 
§900,000 
540,000 
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elimination of the 14 cents margin out of each $1.14 will wipe 
out the margin. The earnings for the poor year show the effect 
of a ten per cent decline in earnings and indicate how much more 
rapidljr the junior issue sinks to the danger point of one times 
eariied. A drop of 12 per cent would have eliminated all margin 
for the third mortgage but would have left the first mortgage 
with a coverage of 1.76. 

These figures also illustrate whj'- the computation of coverage 
for each individual issue on the basis of the balance available for 
it alojie is unsatisfactory. Inspection of the income figures 
shows that if this method had been used, each of the three 
mortgages would have shown exactly the same coverage, 2.00 
times earned. For purposes of analysis, the over-all coverage for 
each issue is preferable because it offers a measure indicating 
what variation in the net income available for all interest charges 
will eliminate the margin of safety for the given issue. 

Preferred dividend requirements and earnings. In analyzing 
the position of preferred stocks in relation to earnings, we en- 
counter the same difficulties that we found in our analysis of 
junior mortgage bonds. Bond interest takes precedence over 
preferred stock dividends. If the corporation has a relatively 
large issue of bonds, and a relatively small issue of preferred 
stock outstanding, the times earned figure indicated for the pre- 
ferred stock may be entirely unreliable if computed from the bal- 
ance after interest. Suppose, for instance, that the capitaliza- 
tion and earnings of a corporation are as follows : 


Capitalization 

Common Stock — 

Preferred Stock, 7% 

First Mortgage Bonds, 6%. . . 
Debenture Bonds, .... 7%. . . 

$1,000,000 

3.000. 000 

4.000. 000 

5.000. 000 

Charges 

$210,000 

240.000 

350.000 

1 590,000 

Inarme Account 

Gross Revenues 


Normal Year 
$5,000,000 
4,000,000 

Poor Year 
$4,000,000 
3,200,000 



AvailaUe for Cliarges 

Interest on First Mortgage Bonds 

$1,000,000 

240,000 

$800,000 

240,000 

Interest on Debentujes 


$760,000 

350,000 

$560,000 

350,000 

Available for Dividends. . 
Preferred Dividends 


$410,000 

210,000 

$210,000 

210,000 

Net for Common Stock. . 


$200,000 

$ none 
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Apparently the preferred stock of this company has, tluring a 
normal year, a safety margin of over 95 per cent ; yet a tlrop of 
20 per cent in gross, even if rve assume that the operating ratio 
does not change, would reduce the net income b}' $200,000 and 
completely wipe out this factor of safety. It is customary for 
investment bankers, when selling preferred stock issues, to state 
the number of times preferred dividends are earned. In this case 
the banker would, it is true, be accurate in stating that in the 
"normal year” preferred dividends were earned 1.95 times. The 
interest of prospective investors, however, should lie in the as- 
certainment of how many times preferred dividends plus interest 
requirements are earned. In the present instance, a normal year 
shows such requirements to have been earned only 1.25 times, 
which fact marks the issue under consideration as highly specula- 
tive. From the authors' viewpoint, an industrial preferred stock 
should be regarded as speculative unless combined charges and 
dividend requirements are earned at least twice over a period 
of years. 

Earnings, charges, and preferred dividend requirements: 
U. S. Steel Corporation. Before leaving the subject of earnings 
as security for charges, let us apply what has been said to the data 
presented for the United States Steel Corporation. From the 
consolidated income account the following figures may be drawn 
for analysis: 


Earnings Available $63,407,865 

Charges on Subsidiary Bonds 6,141,898t 


$57,265,967 

Charges on XJ. S. Steel Corp. Bonds 3,l71,033t 


$54,094,934 

Federal Taxes 12,975,000* 


Available for Dividends $41,119,934 

Preferred Dividends 25,219,077 

Balance $16,900,257 


t Estimated — approximate. 

♦ Federal taxes are computed on the net earnings of the corporation 
and are therefore a charge that foUows bond interest. If there we 
ir bond interest, there would be no profits and no 
t reason, we indicate taxes as a charge following 
jver. precede preferred dividends, in 


is eomputi 


re such iMvidenda. 


The preceding data show that the charges on the bonds of the 
United States Steel Corporation were earned by a satisfactory 
margin. The combined bond interest was earned 6.8 times in 
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TABLE SHOWING RELATION OF EARNINGS 
TO CHARGES— U. S. STEEL CORPORATION 

(Baspd on 1939 Data) 


/s,s-Mr Times Earned 

Subsidiary Bonds* 10,3 

Bonds of U. S. Steel Corp.* 6.8 

Preferred Di\’idendst 1.5 — 


* Before deducting Federal taxes 

t Computed by dividing earningii after tuxes by the siun of the 
bond interest and preferred stock dividends. 

1939, which figure is substantially m excess of the requirements 
for industrials. These combined charges and preferred dividends 
were earned slightly under 1.5 times, and thus not only falls short 
of the three times coverage suggested for industrial bonds as a 
standard of investment quality but is less than the two times 
level below which it was suggested an industrial preferred stock 
would be rated as definitely speculative. 

Earnings per share of common. Earnings “per share” of 
common stock are of significance to the stockholder in showing 
the real return on his investment. Per share earnings are ascer- 
tained by dividing “net” after preferred dividends by the number 
of shares of common stock outstanding. If we refer to the as- 
sumed income account for Corporation A, on page 305, we note 
that $17 was earned in 1940 for each share of common stock, 
whereas only $10 a share was paid as current dividends. For 
the United States Steel Corporation for the year 1939, we find 
total earnings available for common stock amounting to $15,- 
900,257. The number of shares of common outstanding was 
8,700,486. Per share earnings for 1939 were, therefore, $1.80. 

Earnings per share versus current dividends. The emphasis 
to be placed by the investor on per share earnings as compared 
with the current dividend payments on common stock will de- 
pend on several things. Where the investor seeks an immediate 
current return on his commitment, he naturally will look for 
those issues that have a record for regular dividend disburse- 
ments. On the other hand, he may prefer to forego present 
income in the form of dividends and invest in companies that are 
using net earnings for expansion purposes. 

It has already been indicated that such earnmgs as are not 
paid out in dividends add to the property of the common stock- 
holder. In fact, the situation here is very much the same as if all 
income, after prior obligations, were paid out to the common 
stockholder and a portion reinvested by him in the business. 
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except that, in the former case, the investment is made by the 
board of directors instead of by the stockholder himself. Earn- 
ings over and above current dividends not only should be re- 
garded as true earnings, but should also be considered as a safety 
factor in protecting the current dividend rate on the common 
stock. 

Ratio of total income to total investment. To what extent 
the officers of a corporation will be justified in retaining earnings 
in the business for expansion, purposes will depend on several 
things. Of course, dividends should never be paid in an amount 
sufficient to deplete necessary working capital, and likewise 
periods of depression may threaten future profits to an extent 
that may make it necessary to adopt policies of the utmost con- 
servatism. Except for such extraordinary situations, however, 
the normal reason for retaining earnings in the business is that 
a further investment in the business can profitably be made. 
The measure of this profitableness is found in the ratio of total 
income to total investment.** This ratio indicates the present 
capacity of the business to earn on its invested capital. The 
total investment of the United States Steel Corporation on De- 
cember 31, 1938, was $1,537,511,238, whereas on December 31, 
1939, it was $1,536,454,215.'^ The average investment for the 
year was therefore $1,536,982,726. This gives a rate of earnings 
on total average investment of about 3.28 per cent. Industrials 
as a group earned on the average less than 8 per cent on invested 
capital in the prosperous 1920’s. An industrial corporation that 
consistently earns in excess of 10 per cent may be considered 
above rather than below average.® 

The rate at which industrial concerns are able to earn on in- 
vested capital is subject to no law other than the economic one 
that abnormal profits invite competition. Consequently, there 
is a tendency for all profits to be reduced to the normal rate 
necessary to attract capital and entrepreneurial ability. But in 
a highly dynamic society such ours it can hardly be said that 
this law has more than theoretical importance. With respect to 
public utilities, however, rates are so regulated as to reduce the 

"It should be noted here that we use income available for charges, since we 
inAide funded debt in our total investment. 

Wnoludes preferred and common stock outstanding, subsidiary stocks, bonded, 
mortgage, debenture debt, capital surpluB, and earned surplu.s. See pp. 308 and 
309 for balance sheet. 

"For data see Nerlove, S. H., .4 Dccadf of Curjmmlr Incomes— to mn 
(Chicago: University of Chicago Press, 1932). 
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return on the fair value of property employed for public uses to 
not more than 6 to 8 per cent. For the railroad industry, a 5.75 
per cent return was set as a fair, average rate under the terms of 
the Transportation Act of 1920, although this provision was 
abolished by the Emergency Act of June 16, 1933, which left the 
matter undetermined. Industrial concerns, on the other hand, 
are unregulated and consequently a wide range of earning power 
is found. A rate of 10 per cent or over may be regarded as satis- 
factory, although higher rates as well as lower ones are common. 
In fact, the average of some companies over long periods is barely 
enough to meet fixed charges, while others consistently earn at 
a highly satisfactory rate on capital invested in the business. 

How the value of stock is enhanced: S. S. Kresge Company. 
Where the rate of earnings on invested capital is high, there is a 
strong incentive for the managers of the enterprise to retain a 
large share of net earnings in the business for expansion, thereby 
limiting the amount of common dividends. In the long run this 
likewise benefits the stockholders, for their equity is built up 
rapidly and the market value of their holdings increases. The 
history of the S. S. Kresge Company furnishes a splendid ex- 
ample of this very situation. This company, during the period 
from 1922 to 1929, on the whole showed excellent earnings on 
capital invested. The rate of return reached a peak in 1923 and 
after that year evidenced a gradual decline, as indicated by 
the following table:® 

EARNINGS AND CAPITAL INVESTED— S. S. ICIESGE 
COMPANY; 1922 TO 1929, INCLUSIVE 


Average Rate of Earnings 

Year Capital Invested Earnings to Investment 

1922 «30,204,006 % 6,616,417 21.9% 

1923 36,398,278 9,493,988 26.1 

1924 44,861,131 10,114,164 22.6 

1925 63,705,031 11,809,260 22.0 

1926 63,211,298 12,504,442 19.8 

1927 74,368,783 13,977,066 18.8 

1928 86,707,095' 15,642,853 18.0 

1929 96,640,313 14,962,211 15.5 


During the eight years covered, the company paid out only 
$31,564,412 in cash dividends on its common stock, although net 

” For 11 more detailed discussion of “idimmishing returns" among the leai^lg 
chain .store systems during this period, see Guthmann, Harry G., and Miller, 
Kenneth E., "Some Financial Tendencies among Leading Variety and Grocery 
Chain.s during the Past Decade," Harvard Business Review, January, 1931, 
pu. 248-254, 
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earnings, after preferred dividends were $93,987,605. Earnings 
invested in the business thus amounted to $62,423,193 for the 
period. Had all of these earnings been paid out in cash and no 
stock dividends declared during the period, additional dividends 
of $342.45 might have been received on each share of the com- 
pany’s stock. The market value of the stock, therefore, should 
have appreciated during the eight years studied by an amount 
at least equal to the amount reinvested, in order that the stock- 
holders might be compensated for their sacrifice in terms of 
dividends,^" The average price of the stock in 1922 was $149.75 
per share. In 1929 the average price was $42.75 per share, but 
three stock dividends had been paid and a 10 for 1 stock spht had 
occurred in the interim, giving the holder of a share of old stock 
30 new shares for each share held. The 1929 value of an amount 
of stock equal to one share in 1922 was thus $1,282.50, or $1,- 
132.75 in excess of the market value of the same equity in 1922. 
If we compare this sum with the $342.45 that the holder of one 
share might have received in cash dividends, we may rightly 
infer that the conservative policy of the directors in this case re- 
sulted in a net gain of $790.30 per share for the stockholders of 
the company. The price of the stock of a company reflects at 
any time not only the actual earnings of the corporation, but 
also the value of th'e right it carries to have a certain number of 
dollars reinvested each year in an enterprise that has demon- 
strated a given earning power. Logically, the higher the earning 
power the more value the right. 

We are led to the conclusion, therefore, that the ratio of earn- 
ings to invested capital is highly important, particularly as far 
as the common stockholder is concerned. This ratio, taken in 
connection with the dividend policies of the corporation, ma-y 
account in some measure for the apparently high prices at which 
some stocks sell in respect to earnings. In any event, an in- 
vestment in, the stock of a corporation that enjoys a high ratio 
of earnings as compared with the investment and that pays out 
only a portion of its current earnings in cash dividends, will fre- 
quently prove to be a very profitable commitment for the in- 
vestor. 


“To saj' notliing of eijtinwteil interest thereon. 



14 


Financial Analysis — Industrials 
(Concluded) 


operating ratios. The term “operating ratio” has already 
been defined as the percentage of operating revenues consumed 
by operating expenses. The operating ratio of a corporation 
under normal conditions reflects its operating eificiency. It in- 
dicates that portion of its sales which is used up in actual manu- 
facturing, selling, and administration, including depreciation on 
plant and equipment. The peculiar behavior of the operating 
ratios of a typical manufacturing corporation under different 
conditions has already been discussed.^ The fact that during 
bad years operating expenses cannot be reduced in proportion to 
sales emphasizes the value of a low ratio during normal opera- 
tions. It is possible to compare the present efiiciency of a cor- 
poration with its past performances by a study of the ratios over 
a period of years. It is also possible to compare the operating 
ratios of different concerns in the same line of business to de- 
termine which concerns are the most eflficiently operated. Other 
things being equal, concerns with the lowest ratios are the most 
desirable media for investment. , Such concerns have the least 
to fear during periods of depression, and, if competition in the 
industry becomes severe, they are most likely to survive, because 
they can suffer the largest price cuts before showing deficits. 

Operating ratio: U. S. Steel Corporation. To illustrate the 
way an anlysis may be carried out in practice, we have made 
actual computations from the data given for the United States 
'See ijp 282 to 284. 

3S4 
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Steel Corporation. To compute operating ratios, the section of 
the income account on the next page is drawn from “Income 
Account” shown in the preceding chapter. 

Operating ratios of ordinarily successful industrial companies 
will run in the neighborhood of 90 per cent.- Where the ratio 
exceeds 93 per cent the situation is likely to be unfavorable, un- 
less the volume of sales is high in relation to investment, as in 
certain merchandising lines. Where the ratio is below 80 per 
cent, the corporation is likely to be in a favored situation. 

OPERATING RATIOS— UNITED STATES STEEL 
CORPORATION 

19S9 ms 

Gross Sales $904,151,897 $632,633,383 

Operating Expenses 844,199,329 634,683,621 

Net Operating Income. . . .■ $59,962,568 S3, ISO, 238 

Operating Ratio 93.3% 100.3% 

Plant turnover. Another means of testing the operating ef- 
ficiency of a given corporation is to determine the so-called 
“plant turnover.” This may be defined as the number of dollars 
in sales each dollar invested in fixed operating assets is able to 
produce. This ratio is obtained by dividing gross revenues by 
the sum of the fixed tangible assets used in the regular operations 
of the corporation. Referring to the balance sheet of the United 
States Steel Company, on pages 308 to 309, we note that fixed 
assets were carried at $1,122,157,114 on December 31, 1939. 
Sales for the year were $904,161,897, or at the rate of 81 cents per 
dollar of property investment. While it would have been more 
accurate to have divided sales by the average book value of the 
property account during the period, the method here used is sub- 
stantially correct, for the change in these accounts was relatively 
small during the period. Where the corporation is growing 
rapidly, it is better to find the mean value between the account 
at the beginning and the end of the period for purposes of com- 
puting turnover figures. Some analysts prefer to compare sales 

“ The following table illustrates the range of operating ratios for leading steel 
companies during recent years. Depreciation and taxes other than income taxes 
are included in expenses. The ratios indicate the fluctuations of the business. 

OPERATING RATIOS— LEADING STEEL COMPANIES 


Year V. S. Steel BeMehetm Republic National Inland 

1939 93.3% 90.9% 92.6% 88.1% 86.9% 

1938 100.3 95.5 103.2 88.3 89.6 

1937 88.6 89.7 93.4 82.8 86.8 
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with gross rather than net plant, to avoid the depreciation in- 
fluence, which varies with the average age of assets. 

The spread between market and book values of net worth of 
industrial corporations varies widely among different corpora- 
tions. The market value of the company's stock is sometimes 
more, sometimes less, than the net assets shown in the balance 
sheet. A practical explanation of this situation may be found 
in the variation in plant turnover and operating ratios between 
different companies. One might make the following general 
statement : A dollar of book investment in a corporation whose 
plant turn is $2 a year per dollar of investment and whose operat- 
ing ratio is 80 per cent, is worth more to the investor than an 
equal investment in another plant whose turnover is but once 
a year and whose operating ratio is 90 per cent. In the first case, 
a dollar of book investment produces a profit of 40 cents ; in the 
latter case only 10 cents. The ultimate profitableness of an in- 
vestment, therefore, depends on the amount of gross business that 
it is capable of yielding and the margin of profit on that business. 
As a check on the earning power of a given investment it is often 
desirable to compute plant turnover as just defined and to com- 
pare it with operating ratios. In the steel industry a plant turn- 
over of once per annum is considered reasonably good, although 
in many manufacturing fields a turnover of two or more times a 
year is not uncommon. 

Current position : ratio of current assets to current liabilities 
and of cash to current liabilities. The next set of ratios to be 
discussed relates to the current position of the corporation; that 
is, the extent to which it is provided with liquid assets. The 
ratio most commonly used for this purpose is that of current as- 
sets to current liabilities. In banking circles it is a generally 
accepted fact that current assets should be equal to at least two 
times current liabilities. Current assets of the United States 
Steel Corporation, on December 31, 1939, amounted to $575,- 
877,137 and current liabilities to $143,888,691. The current 
ratio for this concern thus equaled 4:1. This line of inquiry 
may be carried somewhat further and the ratio of cash and 
marketable securities to current liabilities may be ascertained. 
For the U. S. Steel Corporation this ratio was 1.29:1. 

One essential reason for pursuing such a line of inquiry is to 
ascertain how weU the corporation is prepared to meet all cur- 
rent liabilities. Current liabilities, such as accrued wages, ac- 
counts and notes payable, interest, and the like, must be met 
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len due. It is true that current assets supposedly may or will 
turned into cash within a short period, yet there is always un- 
dainty as to the time required for this process. Furthermore, 
acerns with adequate working capital can take advantage of 
cash discounts, can expand current operations when necessary 
thout bank borrowings, and are always in a position to increase 
/entories of raw materials when prices are advantageous.® 
here the amount of cash on hand is sufficient to meet all cur- 
it liabilities, it is true that the 2:1 minimum ratio loses some 
its significance. So long as adequate cash is available to pay 
' all current debts, any further check upon the adequacy of 
rrent assets to meet current debt becomes unnecessary. 
Inventory turnover. Another indication of strength in cur- 
at position is inventory turnover, which may be defined tech- 
cally as cost of goods sold divided by the avemge value of in- 
ntories on hand. It is often impossible for the analyst to 
certain the cost of goods sold, so the gross revenues or sales 
;ure must usually be substituted. Where inveirtories remain 
irly constant throughout the year, it is sufficiently accurate to 
mpute inventory 'turnover by dividing gross revenues by in- 
sntories at the year end or by the average value of inventories 
the beginning and end of the period. The question may be 
ked: What relation does inventory turnover have to current 
)sition? The answer is just this : The more rapidly inventories 
n be made to turn over, the more closely they approach cash 
their nature. A corporation whose- quick assets consist largely 
slow-moving inventories must maintain a much higher ratio 
' current assets to current liabilities than one whose current 
isets are composed of cash, receivables, and quick-moving in- 
iiitory. The United States Steel Corporation, according to the 
ports we presented in the preceding chapter, turned its inven- 
iries 3.07 times, based on year-end data, or 3.15 times, based on 
le average inventory during the period. An inventory turnover 
' from 3 to 5 times may be considered normal for manufacturing 
irporatipns, the figure varying considerably from industry ^to 
.dustry. 

Book value of common stock and earnings. Several other 
liscellaneous items should be investigated before our general 
aancial analysis can be considered as finished. These items 

"A strong cash position also assists a corporation in maintaming its usual 
vidend payments during periods of depression and furnishes a further safety 
Btor for the payment of bond interest. 
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pertain more especially to the common stock of the company. 
The book value of the assets behind common stock is of interest, 
even though this gives no clue as to the market value of the stock. 
Investors, however, are disposed to feel that stocks protected by 
substantial book assets are more secure than stocks that sell 
largely on the basis of earnings and that are not protected by 
substantial tangible assets. Undoubtedly the theory of those 
who hold this view is that the existence of large tangible assets 
constitutes a sort of insurance against excessive competition. 
That is, companies and industries which are able to earn at a 
relatively high rate on their book investment naturally invite 
the investment of further capital. New concerns are attracted 
into the field by this situation, a possibility that certainly mili- 
tates against stability in current earning power. There may b,e 
a disposition, however, to over-emphasize the ability of a large 
fixed investment to protect a company against competition. 
Furthermore, we find at this point a direct contradiction of cer- 
tain observations previously made. If a high capital investment 
is required to support a given market value, then, per se, the 
rate at which capital invested in the business' is able to earn must 
be low. Plant turnover must also be low and operating ratios 
relatively high. Otherwise, the earnings resulting from a given 
book investment would be so high that the market value of the 
common stock of the company would tend to exceed its book 
value. 

This statement may easily be explained by reference to data 
for the United States Steel Corporation. We have already seen 
that this corporation in 1939 earned on its total capital invest- 
ment about 3 28 per cent. This is a very low return and is in- 
dicative of the depression in the heavy goods industry. The 
operating ratio of the company for the year 1939 was 93.3 per 
cent, while investment in plant was turned only about .81 times. 
The book value of the common stock, December 31, 1939, was 
approximately $109.70, exclusive of $9.76 in “Reserves," ' while 
the average price for the year was only $62.00. Per share earn- 
ings in 1939 were $1.80. The stock thus averaged to 'sell on a 
multiple of 34.4 times earnings, or on a 2.9 per cent capitalization 
basis. Such a high price in relation to earnings indicates an 
expectation of their reaching an even higher level. 

The investor will review the record of the company and its 
background in an attempt to estimate the probable future earn- 
ings. A study of probabilities is necessary with respect to (1) 
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the volume of business, (2) the prices at which the business will 
be taken, (3) operating ratios, C4) fixed charges, and f5) taxes 
upon income. Business volume is estimated in the light of the 
past with due weight given to trends and cyclical factors. For 
the steel industry, the future of business volume might be deemed 
unfavorable because of the record of the 1930’s and the passing 
of the period of maximum population expansion. A rising 
standard of living, however, could call for further expansion of 
the capital equipment and consumers’ goods, like automobiles 
and refrigerators, on a per capita basis. At the time of writing 
(1941), the expansion of our national defense program has raised 
steel mill activity to a high level, but the situation is regarded as 
temporary and unhealthy. 

The general commodity price level tends to fluctuate with the 
general business activity, but more important is the, individual 
industry’s price situation by which physical volume is multiplied 
in order to obtain total sales revenue. Operating ratios tend to 
move perversely, rising when business is poor and vice versa, be- 
cause of the backlog of fixed expenses which do not vary readily 
with changes in volume. Probable changes in the capital struc- 
ture that will reduce fixed charges or alter income taxes must be 
considered. Since Federal tax rates change radically, the effect 
of prospective rates must be, applied to past earnmgs to interpret 
their significance. 

After the analyst has weighed the income probabilities, he may 
go further and study the rate at which past earnings have been 
capitalized by the market, in order to judge what constitutes a 
reasonable investment, price. Because market prices fluctuate 
so violently over short periods of time, the problem of timely 
purchase cannot be ignored. 

It was previously stated that corporations with a high rate of 
earnings on invested capital, other things re'maining equal, are 
more desirable as media for investment than are low-earning 
corporations. Yet, as the rate of earnings on invested capital 
increases, earnings on common stock increase, the price per share 
of the stock advances, and the stock is often found selling sub- 
stantially above book values. This line of analysis seems to in- 
dicate that intangible assets are even more valuable than tan- 
gible assets. What is the answer to this seemingly contradictory 
staterhent? From an abstract point of view, both lines of argu- 
ment have some merit. In a concrete case, however, it is always 
necessary first to determine how dangerous the lack of physical 
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or tfingible assets is. If the business is old and established and 
has intangible elements of value, the investor must ask what 
gives rise to that value — ^location, patents, research, manage- 
ment, trademarks — and how permanent these advantages are. 
In new enterprises, where competitors are not prevented from 
capturing the field by the existence of an established name and 
personnel or where rapid changes are probable, the existence of a 
high rate of earnings is very likely to invite new capital and to 
threaten the current earning power of companies already in the 
field. 

Earnings per share of common, current dividends, and mar- 
ket values. The relation of common stock earnings to market 
values is, of course, a matter of interest to those who purchase 
common stocks in preference to preferred stocks and bonds. It 
has consistently been our contention that the market value of' 
common stocks is a function of earnings available and of the risk 
factors involved in the industry and in the concern itself. By 
a comparison of the multiples at which the stocks of various com- 
panies sell in relation to earnings, it is possible to determine 
which appear to be cheap and which appear to be high priced. 
The current dividend rate on common stock is another, factor 
that has some bearing on values, although it is impossible to lay 
down any general rules in this respect. One would ordinarily 
suppose that current dividend rates would have a decisive effect 
on market prices. It is possible, however, for a stock to continue 
selling for years on the' basis of earnings rather than of current 
dividends. This fact is especially true of companies that are 
growing rapidly and consequently can use all earnings to good 
advantage for developmental purposes. Such companies some- 
times substitute stock dividends for cash dividends.'^ In this 
way the stockholder is given some evidence of the additional in- 
vestment in the business that has been made for him by the 
directors. Where payments are made in this way, the small 
investor is likely to feel that he is being treated better than when 
earnings are simply credited to surplus, although there is no 
fundamental difference, so far as the extent to which he is per- 

‘ See particularly, North. American Company, which paid only stock dividends 
for an extended period. Quarterly distributiong in stock began October 1, 1923, 
and continued to Januaiy 1, 1933. at the rate, of 10 per cent per annum. This 
rate was then reduced (April 1, 1933) and later a cash dividend was initiated 
(April 1, 1934), which became the sole form of di.stribution on January 2, 1935'. 
Tampa Electric Co. paid both stock and cash from March, 1927, to November, 
1931. 
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mitted to participate in the assets and earnings of the company 
is concerned. 

On the other hand, stocks of companies that are barely able 
to earn current dividends, or that are paying curx’ent dividends 
out of surplus, often sell at prices so low that one is justified in 
assuming that current dividends are an insignificant factor in 
determining the market value of stock. 

Figure 26, which appears on page 827, shows stock prices as 
multiples of dividends and gives an index of bond prices prepared 
in a similar manner for the period 1900-1935.” It appears that 
for the period 1900 to 1920, common stocks averaged to sell from 
nearly 25 to slightly over 10 times their dividends, with the trend 
declining steadily. From 1921 to 1929, however, the trend was 
distinctly upward, ranging from 11 times dividends in the early 
part of 1921 to 27 times dividends late in "1929. The drop, which 
started in October, 1929, and reduced prices from 27 times to less 
than 8 times dividends in the middle of 1932, was the most pre- 
cipitate of any experienced during this period of three and one- 
hdf decades. For the entire period, these common stocks sold 
on the average at about 17 times their current dividends, or at 
a yield of about 6 per cent on their market price. While stock 
yields are shown as fluctuating more violently than bond yields, 
the chart indicates the common long-term trend (secular trend) 
of the two forms of investment return, and also that there is a 
strong tendency for them to show similar direction of movement 
in the business cycle. During years when the yields on bonds 
were high, the dividend yields of stocks were also high ; whereas 
during years of low bond yields, the situation in respect to stocks 
was similarly reversed. The conclusion from this material is 
that money rates are a basic influence in determining the general 
level of stock and bond prices. It should be remembered that 
both dividends and earnings, which are capitahzed. by the market 
in the light of money rate conditions, are themselves variable 
factors, unlike the fixed interest return paid upon bonds.® 

Necessity for comparative analysis. Up to the present time 
attention has been directed to a series of ratios that may be de- 
rived from the income accounts and balance sheets of a corpora- 
tion for the purpose of measuring its financial position. Valu- 
able as such measurements are by and of themselves, they become 

^Business Bulletin, Cleveland IVist Company, July 16, 1935. Some stocks 
other than industrials arc included. 

“ See c omment accompanying Figures 26, page 827. 
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uioi’fi useful if they can be compared with stanflards. Iii the 
field of investments, as in other sciences, standards are a matter 
of relativity. A mere statement that the temperature stands at 
50 degrees Fahrenheit in a given locality at any instant does not 
tell us whether it is high or low, as compared with readings on 
previous dates for the same locality, or as compared with readings 
of other localities. In fact, it is not until we have made the 
proper comparisons that we can arrive at any conclusions of this 
nature. 

So it is with our problem. Thus far, a method for making 
certain measurements has been constructed. The next problem 
is to derive a workable plan whereby not only the present meas- 
urements, or ratios, for a given concern can be compared with its 
past records, but the records of one concern can also be compared 
with those of other concerns hi the same industry."^ In this way 
only can we determine the relative desirability of the securities 
of one company as compared with those of another company, in 
so far as the financial conditions of the two concerns are involved. 

Financial analysis card for comparisons. In order that com- 
parisons of this nature may be made more readily, a “financial 
analysis” card form, shown in Figure 12, is suggested. This de- 
vice not only facilitates the kind of analysis already suggested 
but also the preparation of comparative studies of industrial 
companies. The card provides a convenient arrangement for 
collecting all the data necessary for computing the ratios sug- 
gested in the preceding discussion, as well as for entering these 
ratios for a given concern over a period of years. On the reverse 
side of the card, quarterly data may be entered if desired. 

The first section of the card is devoted entirely to a collection 
of the data, necessary for the computation of the ratios called 
for. From a purely mechanical standpoint, there is a distinct 
advantage in collecting and arranging at the outset the items to 
he used m subsequent computations, especially where a rear- 
rangement of the original corporation accounts is necessary, as 
is frequently the case in practice. The computation of ratios 
thereafter becomes merely a matter of arithmetic. Where the 
computations are made by actual division on a machine, or other- 
wise, it is sufl&cient to use only the first two or three digits of each 

^ ’ Por other sugge,stioiis oa form, see Graham, Benjamin, and Dodd, D. L., 
Secunty Analysis (New York; McGraw-Hill Book Co.. 2d ed., 1040), Parts V 
and VI; and Guthmann, H. G., Analysis of Financial Slalenients (New York: 
Pipntme-Hall, Inc., rev. ed., 1936), p. 261. 
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number. Computations may be facilitated, however, by the use 
of the slide rule, which gives sufficient accuracy for all practical 
purposes. 

The lower half of the card is devoted entirely to the presenta- 
tion of the ratios that have been discussed in this chapter and 
the previous one, although the ratio of cash to current liabilities 
is omitted and a slight rearrangement in order is made. The 
grouping used on the card was adopted with the idea of securing 
a satisfactory arrangement from a mechanical standpoint. It 
will be observed in this connection that' each section of the lower 
half of the card contains, so far as possible, a group of more or 
less related ratios. The first section is devoted entirely to an 
analysis of the capital structure of the corporation under consid- 
eration. Here is shown the percentage of capitalization made 
up of bonds, preferred stock, and common stock and surplus. 
The relation of the par value of bonds and preferred stock out- 
standing to the market value of the underlying assets, as meas- 
ured by the current prices of the common stock of the corpora- 
tion, is likewise indicated. 

It should be clearly understood, when the ratio of debt to the 
market value of the investment is computed, that the market 
value of total investment theoretically should be found by mul- 
tiplying the amount of each security outstanding by its current 
market price. In practice, however, it is customary to take both 
bonds and preferred stock at par, unless the latter is selling at a 
substantial discount. For our purposes, it is usually sufficiently 
accurate to consider the preferred at par, unless it is selling at a 
discount of 25 per cent or more. In this way one avoids con- 
siderable work as well as the logical difficulties that arise because 
the market price of the preferred stock is often determined by 
the specific dividend rate it bears. The same situation exists 
when one computes the ratio of preferred stock combined with 
debt to the market value of net worth. Here the preferred stock 
may be taken at par, but common stock should be considered at 
its current market value. 

The second section is devoted in a general way to an analysis 
of earnings. Here are presented such matters as the relation of 
earnings to fixed charges an^ to preferred dividend requirements, 
and the percentage earned on total investment. It is highly de- 
sirable, when the investment position of bonds and preferred 
stocks is analyzed, to consider as closely related the protection 
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afforded by assets and by earning poAver. For this reason these 
two matters are considered in consecutive sections. 

The remaining sections are someAvhat less definite in scope: the 
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Year 

19 

19 

19 

19 

19 


Gioas Sales 

OperaLing Expenses 

Total Income 

Fixed Charges 

Net Earnings 

Preferred Dividend Requirements 






Total Aeaels 

Total Investment (Bonds & Net Worth) 
Funded Debt 

Preferred Stock 

Common Stock & Surplus (e.xol. 
Intaniiibles) 






Current Assets 

Current Liabilities 

Working Capital 

Property Account (net) 

Inventories 






Depreciation Allowance for A'ear 

Market Value 

Total Investment 

Net Worth 

Common Stock Equity 






RATIOS 


^ Investment in Pfd Stock 
% Investment in Com, & Surplus 

Ratio Debt to Mkt. Val. Investment 
Work. Cap. per SIOOO Bond 

Ratio Cur. Assets, Cur. Liab. 







Number Times Charges Earned 

Number Times Pfd. Div. Earned 
Number Times Chges, & Pfd. Earned 
% Earned on Total Investment 






Operating Ratio 

Plant Turnover 

Inventory Turnover 






Average Market Price Common 

Earnings per Share Common 

Dividends per Share Common 

Book Value Per Share Common 









Figure 12 — Industrial Financial Analysis Card (obverse). 


third is used to designate what may be termed “management 
ratios,” such as the operating ratio, inventory turnover, and plant 
turnover, and the last, to indicate the market price of common 
stock, its earnings, dividend record, and its book value. 
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Use of analysis card illustrated. In order to demonstrate 
the manner in which this card may be used for the purpose of 
analyzing the financial progress of a corporation over a period of 
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QUARTERLY EARNINGS 


Year 

10 

in 

10 

19 

10 

Quabtehly Eauninqs 

1st Quarter 

EarniiiEs per Share Common 

Annua Rate 

Averaee Priee 

Cur, R,rtin Tnee to Earnings 

Our EsUmated Value 






2nd Quarter 

Earnings per Share Common 

Annual Rato 

Average Priro 

Cur. Ratio Price to Earnmga 

Our Estimated Value 






3rd Quarter 

Earnings per Share Common 

Annual Rate 

Averse Price 

Cur Ratio Price to Earnings 

Our Estimated Value 






^th Quarter 

Earninga per Share Common 

Annual Rata 

Average Price 

Cur. Ratio Price to Earnings 

Our Estimated Value 







Rhmabks: 


Figure 12 — Industrial Financial Analysis Card (reverse). 


years, a five-year analysis of the United States Steel Corporation 
has been prepared. Because of the limitations of space, the ma- 
terial presented here and in succeeding illustrations represents 
only a few years. In any thorough study it is essential to ex- 
amine figures over a period of sufl0Leient length so that earnings 
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performance can be seen under both favorable and adverse con- 
ditions. A period of ten years is sometimes recommended since 
it is certain to include some prosperous and some depression 
years. 

Figure 13 reproduces in full both the data and the ratios for 
this company for the period 1935 to 1939, inclusive. The funded 
debt constitutes a very moderate proportion of the capital struc- 
ture throughout the five-year period under review. In 1938 the 
peak percentage was only 15.7. The, increases up to that year 
suggest some expansion and rehabilitation. Comparison of the 
$216,502,000 of long-term debt with either the net fixed property 
of $1,122,157,000 or the working capital of 1431,988,000 indicates 
that the amount is within conservative limits. There is $1,756 
of working capital per $1,000 of fixed debt, or 1% times, or more 
than the 100 per cent which is regarded as the conservative mini- 
mum. General financial ease is indicated by the satisfactory 
current ratio of never less than 4.00. 

The earnings picture is not so bright, with less than enough 
to pay fixed charges in 1938 and only 2.02 coverage in 1935. 
That the charges are inconsiderable is seen on the swing to a 
coverage of 25.21 in the prosperous 1927. The average coverage 
for ihe five years is 9.60, or well over the conventional standard 
of 3.00 for industrial bonds of investment quality. (Where the 
debt changes greatly from year to year a more useful measure 
would be to compare average earnings with the charges at the 
end of the last year, since they, rather than charges of earlier 
periods, are the burden which earnings have to carry). With 
substantial working capital to draw upon in oecasionaly bad 
years, this fluctuation record loses much of its investment haz- 
ard, Furthermore, this company shows large allowances for de- 
preciation and depletion, which in years that require no replace- 
ments or capital expenditures represent funds that can be em- 
ployed for interest or debt retirement. It is for this reason that 
some analysts compute coverage before depreciation to show 
short-run ability to meet charges. 

The position of the preferred is much less secure. It forms 
only a moderate part of the capital structure, — bonds and pre- 
ferred are 37.6 per cent of the total. Normal earning power at 
a stable level should be enough to give it a very good rating, but 
the earnings on total investment have been low and variable. 
They have ranged from seven per cent in 1937, to practically 
nothing in 1938, averaging three per cent. On the basis of aver- 
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Figure 13 — Financial Analysis of United States Steel Corporation, 1935 to 
1939, Inclusive (Unit, $1000). 






338 FINANCIAL ANALYSIS— INDUSTRIALS 

age earnings (after taxes) of $42,534,000 and interest charges of 
$9,313,000 in 1939, there is an average balance of but $33,221,- 
000 for the $25,220,000 preferred dividend requirement. This 
balance is only about 1% times the $7 preferred dividend, or a 
coverage of about iVs times for combined fixed and contingent 
charges. 

The unimpressive record of the common stock over this period, 
with only a nominal dividend in the one year 1937, makes de- 
tailed analysis unnecessary to reveal its speculative quality. 
The three precedmg years, 1932-1934, were marked by substan- 
tial, though decreasing, deficits. Dullness in the heavy goods 
industries — notably in construction and railroad equipment — 
explains the dismal record. However, the return upon total in- 
vested capital taken at book value has been low for the whole 
industry since World War I. 

The earnings of 20 leading iron and steel companies, compris- 
ing 90 per cent of the country’s ingot capacity in 1930, averaged 
only 6.31 per cent for the six-year period 1925-1930, inclusive. 
In 1928, the earnings were 6.55 per cent; in 1927, 5.22 per cent; 
and in 1926, 6.86 per cent.® The general business prosperity of 
1929 was reflected in earnings of 9.88 per cent. The initial in- 
fluence of the depression appeared in 1930, when earnings 
dropped to 3.71 per cent. 

The poorer than average record of United States Steel is shown 
in the accompanying table of earning power on book value for 
some leading companies in the industry during the years 1934- 
1939: 

PEE CENT EETURN (BEFORE INTEREST) ON INVESTED CAPITAL 
FOR SOME LEADING STEEL COMPANIES; 1934-1939* 

1939 1938 1937 1936 1935 1934 

American Rolling Mill ... 4.22 d .37 8.43 9.24 7,05 3,75 


Bethlehem Steel 6.75 2.12 6.97 3.84 2,10 1.34 

Inland Steel 10.23 6.62 12.62 13.59 11.97 6.57 

National Steel 8.42 5.68 14.48 10.72 9.44 6.32 

Republic Steel 6.42 dl.08 5.27 6.67 3.19 d .04 

IT. S. Steel 4.10 .23 7.65 3.97 .60 d .67 

Industry 5.02 .87 7.63 6.06 2.32 .49 


^ S.E C., Survey of American Listed Corporations, Vol. I, No. 8, on Steel. 

However, in interpreting figures of this sort, one must think 
of them in terms of the light they throw on future possibilities. 
For instance, the expansion of our national defense program 


‘Steel April 23, 1931, Vol, 88, p. 36. 
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under the stimulus of World War II would mean capacity oper- 
ations and substantial earnings improvement. The conRerva- 
tive financial policy of the company in recent years would augur 
that a major part of such earnings would go to retire debt and 
bolster working capital for the post-war readjustment unless re- 
quired for further fixed asset additions. In spite of the unim- 
pressive investment record, the common stock enjoj'-s wide popu- 
larity as a speculation. The very size and leadership of the 
company means that it will inevitably reflect the rise and fall 
of industrial activity. 

Common stock, book values, and earning power. In valuing 
the common stock of an industrial company, the market places 
much greater emphasis on per share earnings than on book 
values. ■ Accordingly, a wide discrepancy is often found between 
the market value of stocks and their book values. In some in- 
stances, the market value of stock is in excess of its book value; 
in other cases it is below. In either case investors are likely to 
place primary emphasis upon earnings; asset values would be of 
first-rate significance only in case of liquidation. The amount 
of assets, then, is likely to be a secondary influence in determining 
the value of a common stock, probably influencing the investor’s 
appraisal of risk in some cases. The common stock of the com- 
pany just studied has sold regularly at a price much lower than 
book value.® Substantial book value can be useful as protection 
in a period when the Federal Government levies excess profits 
taxes, excess return being measured against invested capital as 
recorded by the accounts. 

The estimate of risk will determine the rate at which earnings 
will be capitalized to arrive at a market valuation of common 
stock. The rate at which the earnings of various concerns should 
be capitalized will, therefore, vary. Also, average rates of capi- 
talization will vary from time to time with fundamental market 
conditions.^ The average ratio of earnings to the market price 
of representative industrials, based on annual data for the years 
1922 to 1939, inclusive, is shown in the following table; the.fig- 


"Book value in the years 1935-1937 includes intangibles, which it is usually 
desirable to eliminate in analytical work. The resulting figure is referred to as 
“net tangible assets per share of common." Intangibles were not separately 
reported for this company until 1930. _ . , . , 

“For a further discussion of methods of valuing common stocks of industrials, 
securities, and rates of capitalization, see Badger. R, E., Valuation of Industrial 
Securities (New York: Prentice-Hall, Inc., 19251, Chapters XI and XII. 
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Lires may be compared with the similar ratios for United Staff 
Steel common. 


RATIO OF EARNINGS TO MARKET PRICE OF 20 LEADING 
INDUSTRIAL AND UNITED STATES STEEL 
COMMON STOCKS 


Year 


1937. 


1936 


1935 


1930 


1929 

1928. 

1927 


1925 . . . 

1924 

1923 

1922 

♦ Htook dividend ot 


Rate Earned ■ 1 

by Leading Rate 

Industrials Earned 

6.8% 2.9% 

5.0 . . 

6.7 9.2 

5.7 4.6 

6.8 . . 

4.9 

5.1 
5.8 

5.8 

5.1 5.5 

5.5 10.3 

6.0 8.2 

6.6 6.1 

8.8 13.1 

8.8 10.2 

10.0 10.9 

10.7 ' 16.8 

10.6 2.9 


•10 per cent in 1927. 


ED States Steel. . 

Earned Average 

•per Share Market Price 
.? 1.83 62.3 

3.78 def. 54,6 

8.01 • 87.5 

2.91 63.1 

2.77 def. 39.1 

S.3B " 44.6 

7.09 “ 45.4 

11.08 “ 36,9 

1.40 “ 94.2 

9.12 166.2 

21.19 205.9 

12.50 152.4 

8.8P 143.7* 

17.99 137,2 

12.86 125.8 

11.77 107.7 

16.42 97,6 

2.84 96.7 


The average rate at which the market capitalizes commo 
stock earnings is chiefly dependent upon: (1) the general retur: 
available in the form of “pure” interest as reflected in high-grad 
bonds; and (2) the premium demanded in the way of higher re 
turn for the extra risk. That this premium is very variable an 
has fallen in recent years is apparent from the average figure 
for twenty industrial stocks. In the comparison with leadin 
industrials it would appear that the market has not given ver; 
great weight to the more-than-average risk of the highly fluctu 
ating steel business. The leading position of the company ani 
its attraction as a speculative vehicle have sustained its price a 
a comparatively high level. In fact the almost complete absenc 
of earnings and dividends in the later years meant that there wa 
no adequate basis for capitalization. Only in 1937, when earn 
ings were 9.2 per cent of average market price, did they appea 
to rationalize that price. Such a stock represents the hope o 
earnings in times of greater activity in the heavy goods field 
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such as was witnessed in the 1920’s and which will probably con- 
tinue during World War II. 

The chief weakness of the conamon stock is the instability of 
the iron and steel trade, notoriously “either a prince or a pauper.’' 
Such an issue, unsuitable when held by itself because of the un- 
certainty of its income, is most properly placed in a well-diversi- 
fied portfolio of an individual with some means. Here its fluc- 
tuations will tend to adjust the income of the fund to the chang- 
ing purchasing power of money. The chief objection to such a 
stock is its popularity as a leader, which may readily cause it to 
he overvalued in the optimism of prosperous periods and may 
blind the unskillful to its weaknesses when changing fundamen- 
tal conditions sap its position of leadership and leave it with 
greatly diminished earning power. A large corporation is not 
always profitable to its owners. 

Suggested method for comparing a group of selected com- 
panies. Another possible use to which the type of analysis al- 
ready suggested may be put involves a comparison of the ratios 
of a selected corporation with the combined ratios of a group of 
other selected corporations in a similar line of business. As- 
sume, for example, that it was desired to compare the United 
States Steel Corporation with other steel companies. An analy- 
sis, similar to the one just presented, might be prepared for a 
group of leading steel companies and ratios for a given company 
compared with those of the other companies, or the data might 
be combined for the entire group and a composite set of ratios 
for the group as a whole worked out. In this way it could be 
determined which companies were the most conservatively man- 
aged and which were in the most desirable financial condition.’-^ 

Further methods of analysis : use of per spindle data in tex- 
tile industry. In nddition to the more or less general analysis 
so far suggested in respect to industrials, it is often possible to 
work out more specific lines of inquiry that are adapted to par- 
ticular industries. For cotton textile mills, for example, it is 
possible to work oui. statistics on a “per spindle" basis for com- 


'' I j recent y jur.: 
inTfrination have i 
,)*' eoinpiitatior u 



■mo of the leading investment services that supply financial 
pared ratio and percentage miiterial that reduces the labor 
Moody’s oj Investnurii^ .and Poor’t, Manual). It 

y to check such computitions to be certain th')t they are 
r that makes them fairly compnvabie from .•'e..,? e .-car and 
iinnnny S.’e also Seenvitjce .uid I" ichangi O-’intnissi': a, 
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parative purposes. When this basis is used, however, it is neces- 
sary to classify the mills that are being studied. Some mills 
may do nothing but spin, others do both spinning and weaving, 
while still others do both spinning and weaving and operate their 
own finishing plants as well. When the “spindle” is used as a 
basis for comparison, therefore, it is important to compare mills 
similarly situated and having somewhat similar equipment.^*^ 
Following are some of the various comparisons that may be 
worked out on a per spindle basis. 

Let us consider first the question of market prices per spindle. 
By obtaining the prices of the various securities of the mill, one 
may determine the price that the market places on the property, 
reduced to a per spindle basis. In the various illustrative data 
to be presented in this connection, it is assumed that there is only 
one class of stock outstanding, and that the corporation has no 
bonds outstanding. This assumption is in substantial accord 
with the situation in New England, at least, where practically all 
cotton mill financing has been done with common stock only or 
with common and preferred stocks. To illustrate how the mar- 
ket price per spindle may be obtained for a typical mill, let us 
assume that it has outstanding 60,000 shares of stock (this being 
the only outstanding security) and that the market value of this 
stock is $63 a share. This mill, we shall further assume, is 
equipped with 236,500 spindles. It is apparent that the market 
value of the entire investment is $3,780,000. This total value 
gives a gross valuation of $16 per spindle. 

It is possible, however, to refine the analysis somewhat at this 
point. It is evident, on second thought, that the valuation of 
$16 per spindle previously suggested represents the market val- 


“Thc following table will serve to illustrate the differences in costs for mills 
with different types of equipment: 

ESTIMATED PER SPINDLE GOST OE COTTON MILLS 


im 1919 

to to 

Type of MiU 1914 1930 

Ordinary Weaving Mill with Plain Looms $20.00 $50.00 

Ordinary Weaving Mill with Automatic 

Looms 23.00 55.00 

High Grade Yarn Mill with Combers and 

Twisters 30.00 70.00 

Tire Fabric Mill 35.00 90.00 


1933 

$45.00 

50.00 

62.00 
75.00 


Silk equipment afWs from 10 per oent to 15 per cent to above prices. 
Bleaching and finishiiiE add from 16 per cent to 20 per cent to above prices. 
MiU Villases add from 15 per cent to 20 per oent to above prioes. 


1937 

$46.00 
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uation of both plant and net quick assets. If, now, we deduct 
net quick assets at par from our total valuation of $3,780,000, 
assuming these to be carried at $1,618,860, we obtain a valuation 
of $2,161,140 for the plant alone. This figure is equivalent to 
the value of $9.14 per spindle put on the plant, exclusive of net 
quick assets. Another way of arriving at this figure is first to 
compute the total market value per spindle for the entire busi- 
ness, and then to ascertain net quick assets per spindle and to 
subtract this from the total per spindle valuation. 

An analysis of this nature is not especially significant when 
applied to a single mill, but when a group of mills is studied, 
some interesting comparisons are possible. The two tables fol- 
lowing show the way in which per spindle data may be used in 
the study of cotton mills. Five New Bedford mills, were selected 
for this study in 1925, which were more or less similarly situ- 
ated. Balance sheet data are compared with the prices of the 
stocks on or about June 1, 1926. 


DATA TOH FIVE SELECTED NEW BEDFOED MILL STOCKS: 1925* 


Mill 

Net Quick 
Assets 

Shares 

Stock 

Spindles 

Market 
Value 
per Share 
June, 19S6 

Average 

Earnings 

mo-ms 

Inclusive 

Net 
Plant 
Account 
Bonk Value 

Aoushnet . . , 

. *1,489,296 

20,000 

114,240 

*82.00 

*255,394 

*1,703,075 

Butler 

. 640,990 

23,000 

155,000 

64.00 

288,050 

2,267,540 

Kilburn .... 

. 2,501,237 

22,500 

126,464 

115.00 

417,368 

1,566,701 

Wamsutta. . 

1,618,646 

60,000 

236,000 

63.00 

454,954 

6,382,362 

Whitman ... 

, 1,187,496 

30,000 

177,608 

90.00 

366,136 

2.369,039 


* Data for this table were furnished through the courtesy of fJanford & Kelly, brokers, Fall River 
and New Bedford. Computations, however, were made by the authors. 


The following table reveals certain interesting information. 
The first matter that strikes one’s attention is the very high 
ratio of average earnings to market value and the very low per 


DERIVED INFORMATION ARRANGED FOR COMPARATIVE PURPOSES 



Total 

(Five New Bedford Mills, 1925) 

Net Market Average 

Average 

Raiio G-Year 


Market 

Quick 

Value 

Earnings 

Earnings 

Average 


Value per 

per 

Plant per 

per 

per 

Earnings to 

Mill 

Spindle 

Spindle 

Spindle 

Spindle 

Share 

Market Value 

Acushnet. . . 

*14 36 

113.04 

*1.32 

*2.24 

#12.75 

15.5% 

Butler . . . . 

0.50 

3.60 

6.00 

1.85 

12.62 

19.5 

Kilburn 

20.40 

19.78 

.68 

3.30 

18.56 

16.1 

Wamsutta . . 

16.00 

6.85 

9.16 

1.92 

7.68 

12.0 

Whitman . . . 

16.20 

6.68 

8.62 

2.00 

11.84 

13.2 
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spindle values placed on the plants of these millsd® The reason 
for this situation, of course, is to be found in the low state of 
prosperity in the entire industry at the time this study ’,vas made, 
especially in New England. It is now possible to determine 
which of these stocks was selling on the most favorable basis in 
respect to earnings and spindles. This information m.ay be made 
more clear by a study of the following schedule and by the ac- 
companying discussion : 

COMPARATIVE PRICES ON PER SPINDLE 
AND EARNINGS BASIS 

(Five New Bedford Cotton Mills, 1926) 

OaoBR IN Which Stocks Sold 
. On Basis of Spindles 

Mill (in reverse order) 

Acushnet 2 

Butler 3 

Kilburn . 1 

Wamsutta 5 

Whitman .... ... 4 

From this study it appears that the stocks of the Kilburn Mills 
were selling at the lowest price in relation to the number of 
spindles and net quick assets per spindle, and second lowest on 
the basis of earnings. The highest-priced stocks at that time 
appeared to be those of the Wanasutta Mills, with the Whitman 
Mills next in order. 

It is apparent from the very extreme variations that too much 
emphasis should not be placed on this check upon valuation. 
While the Kilburn mill stock was available on a basis equal to 
$.68 per spindle, the Wamsutta stock was selling at a price equiv- 
alent to $9.15 per spindle. The much greater similarity of the 
rates earned upon market value supports the general principle 
that investors are primarily concerned with earning power rather 
than with the original cost or the cost of replacing the support- 
ing assets. The highest-priced stock in terms of earnings, Wam- 
sutta, capitalized earnings at 12 per cent; the lowest-priced 
stock, Butler, had a capitalization rate of 19.5 per cent. Per 
spindle values, like book values, are suggestive and must not be 
considered as final evidence by the student of investment values. 

“ Compare with the cost table presented on p. 342. AH of these mills did both 
weaving and spinning In making analyses of this kind, no reference i?: m.ule to 
looms or other equipment of a complementary nature, for the requ’ eaionts oer 
spindle for accessory equipment, such as looms, etc., is mote or Iors itandai 1 in 
the textile induaOy. 


On Basis of 
Earnings 
3 
1 
2 
6 
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Unquestionably the investigator should know something of the 
management and physical condition of the mills, as well as of 
the course of earnings during the past several years. If one ex- 
amines the annual record of earnings of the Butler Mills, for 
example, he wiU note that the mill showed a deficit in 1924 and 
that earnings were only $11,335 in 1925, a figure which was far 
below the five-year average. The Whitman and Wamsutta 
Mills, on the other hand, had behind them a long record of suc- 
cessful operation and the management had an established and 
enviable reputation, which factors may account for their pres- 
ence at the other end of the table. Statistical analysis at best 
is only a part of the entire work of selecting investments. 

Special methods of analysis applicable to sugar companies. 
Another example of the way in which a general study may be 
pursued somewhat further is found in the sugar industry. Here 
it is customary to reduce many statistics to a “per bag” basis for 
comparative purposes. By the per bag capitalization, or mar- 
ket price, of sugar companies is meant the capitalization of the 
company, or the market price of its total investment, divided by 
the number of bags of productive capacity. It is necessary, when 
studies of this nature are made, to determine first the size of the 
bag used by the company before its production statistics are of 
any value. Cuban raw sugar is generally shipped in bags of 320 
pounds, seven bags making a long ton of 2,240 pounds. Puerto 
Rican sugar is generally shipped in bags of 250 and 310 pounds, 
the latter size being used by most of the large companies. Ha- 
waiian sugar is shipped in 125-pound bags, Philippine sugar in 
125- and 160-pound bags, and American beet sugar (all refined) 
is packed in bags of 100 pounds each. If one is comparing a 
group of Cuban companies or a group' of Puerto Rican com- 
panies, it is possible to use the per bag basis without adjustment, 
provided that all companies within the group use the same size 
bags for shipment. When one is comparing Cuban companies 
with Puerto Rican companies, on the other hand, it is often safer 
to reduce all statistics to the basis of 100 pounds production 
capacity.- 

In reducing caiJitalization and operating statistics to a per bag 
or per pound basis, one again derives a common denominator or 
unit of comparison. There is a certain similarity of conditions 
throughout the industry in a given area that justifies this method, 
although here the most convenient denominator is a unit of pro- 
ductive capacity, as the spindle was in the cotton industry. 
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Wherever an industry operates under more or less uniform con- 
ditions — that is, where operating conditions are sufficiently sim- 
ilar to permit the use of some common denominator, such as the 
spindle in the cotton industry, the per bag productive capacity 
in the sugar industry, the per ton productive capacity in the steel 
industry, or the per pound unit in the copper industry — it is de- 
sirable to carry investigation beyond the scope outlined in con- 
nection with the financial analysis cardd'^ Where various sta- 
tistics are worked out on the basis of some common denominator, 
a more precise study of values can be made than is possible from 
a purely financial analysis. 

Summary. While an almost unlimited amount of time can 
be spent on the study of a corporation, especially if a field sur- 
vey is warranted in order to check upon such matters as manage- 
ment, trade connections, labor relations, and consumer accept- 
ance of products, the typical investment analysis is limited to 
the more generally available financial material. A review of the 
points to be covered might be outlined as follows: 

1. Strength of financial position. This point is covered chiefly 
by a study of assets in their relation to debts as reflected in the 
balance sheet. The current ratio is used to check ability to pay 
shortly maturing liabilities. The capital structure proportions 
(preferably with intangible assets eliminated), the ratio of work- 
ing capital to bonds, and the ratio of long-term debt to the mar- 
ket value of the succeeding net worth taken at market value are 
all intended to weigh the asset support for indebtedness. 

2. Earnings position. The income of the corporation is 
studied in relation to the fixed and contingent charges and to the 
invested capital. The points of major interest are (a) adequacy 
in relation to charges, (b) stability, and (c) trend. Growth, as 
shown by rising earnings and increasing book value for the com- 
mon stock, is especially desired because it bolsters the quality 
of the senior issues and raises hopes for common stock apprecia- 
tion. 

Under this heading, expansion would be most likely in a more 
detailed analysis. Depreciation allowances would be compared 
with gross plant and with sales. Repairs and maintenance, if 

It is interesting to compare a statement on this unit basis with other mate- 
rial given earlier in this chapter: “The most efficient producers among the 
larger steel companies in. 1940 were headed by Inland Steel, which made a not 
profit of 14,38 per ton on its new capacity of 3,300.000 tons. It was followed by 
National Steel, with $343 per ton; Youngstown, $3.10 per ton; Bepublic, $2.64; 
and Jones & Laughlin, $2.60 per ton.” Ban on’s, Feb. 10, 1941. 
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reported, would be given similar attention. The accumulated 
depreciation and depletion reserves would be compared with the 
total fixed property. The object is to detect an excessive or in- 
adequate statemeiit of expense at this point and so a misstate- 
ment of earnings. This item is usually of far more importance 
in the utility field than among industrials. 

3. Efficiency of operations. Here intercompany comparisons 
are common, although differences in the character of companies 
often exist within the industry. The operating ratio, or its com- 
plementary ratio of net income left for the payment of capital to 
sales, is examined. The more slender the margin of earning's, 
the easier it is for a slight adverse change to reduce seriously or 
wipe out the net income. The efficiency with which capital is 
employed is checked by comparisons of plant, inventory, and 
sometimes receivables and total operating assets, with the an- 
nual sales. Apparently excessive investment in certain assets 
may betray doubtful or valueless items. Here also would be 
studied the return on non-operating assets if they were of suf- 
ficient importance. 

4. Reasonable price. The last, but by no means least, con- 
sideration is whether the market price is reasonable in relation 
to the income offered and the investment quahty. In the case 
of common stock, the chief items reviewed are price, earnings, 
and dividends. These have to be read in the light of the many 
intangible conditioning factors and the hopes of the future. 
Clearly, the statistical summary offered here is but an outline 
approach which is most useful when supported by a wide knowl- 
edge of the industry and of the tendencies in the economic world 
that will shape the income tiiat is to come. 



15 

Public Utilities — General 


Inadequacy o£ customary grouping of investments. The cus- 
tomary grouping of investments into the four distinct classes — 
government and municipal, railroad, public utility, and industrial 
— is not entirely logical, even though custom and usage recom- 
mend its adoption. Railroads, for instance, are no less a public 
utility than electric light and power, gas, and electric railway 
companies, yet a separate classification is given to steam roads. 
Furthermore, the term “public utilities,” as now used, includes 
such diverse industries as the electric light and power, artificial 
and natural gas, telephone and telegraph, private water com- 
panies, and electric (street and interurban) railways. From the 
standpoint of investment, there are wide differences among these 
groups. Investments in electric light and power operating 
companies as a class warrant a high rating at the present time 
(1941), in view of their depression record, although they are 
currently threatened by inflation and hostile political activity. 
The securities of electric railway companies, however, are of a 
decidedly low standing. One cannot, therefore, be content with 
the statement that all public utility investments are desirable.^ 


' Some idea of the relative investment importance of certain public utility in- 
dustiies may bo gained from the following estimates of total plant investment in 
1937 in the industries specified; 


Light and Power Companies (Commercial) .... .^11,936,000,000 

Telephone Companies 5,000,000,000 

Street Bailway Companies (1932) 4,268,000,000 

Manufactured Gas Companies 1,990,000,000 

Natural Gas Companies 2,300,000,000 

Telegraph Companies 507,000,000 


Moody's Manual oj Investments; Public Viihty Securities (New York: Moody’.s 
Investors Service, 1940, p, a3. 
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Common characteristics of public utility enterprises; public 
control. Despite the apparent dissimilarity among various pub- 
lic utility industries, there are certain points of similarity. This 
statement applies to the stean^ railroad as well as to those busi- 
nesses that are spoken of as strictly utilities. The common 
characteristics may be grouped under four headings: 

1. The concerns perform a particularly important service. In 
legal cases they are spoken of as businesses "affected with a 
public interest.” While it is true that all business is charged in 
soine way or other with a public interest, it is felt tii.,-.t so-called 
utilities supply commodities or services that are closely associ- 
ated with the public welfare." 

2. They operate under conditions that tend toward monopoly. 
This tendency may be due to the economic law of increasing re- 
turns, or to the excessive cost of duplicating plant and equip- 
ment. 

3. They enjoy special legal privileges, (a) They often oper- 
ate under franchises that give them the right to use public high- 
ways. (b) They are accorded the benefits of the state’s right 
to acquire property under eminent domain. 

4. Finally, they perform services that are sometimes recog- 
nized as the functions of government. (Consider, for example, 
the furnishing of water to a community.) 

An important corollary to be noted here is that public utilities 
are subject to regulation. Such regulation is exercised through 
the common law, by franchise restrictions, and by legislative en- 
actment, as well as through positive control by means of admin- 
istrative commissions.^ It is this fact as much as any other that 

“ The legal distinction between property devoted to public, as opposed to 
private, use has long been made in common law. A clear enunciation, of this 
distinction is found in the opinion of the Supreme Court in the ca.se of Munn 
v. Illinois, in which the right of the state to establish the chai-gca that a grain 
elevator could make was upheld An excerpt from the decision follows; 

. . we find that when private property is ‘affected with a public interest, it 
ceases to be juris privati only.’ . . . Private property does become clothed with 
a public interest when used m a manner to malcc it of public consequence, and 
affect the communily at largo. When, therefore, one devotes his property to 
a use in which the public has an interest, he, in effect, gi-ants the public an inter- 
est in that use, and must submit to be controlled by the public for the common 
good, to the extent of the interest he has thus created." Munn v. Illinois, (1876) 
94 U. S. 113. 

“ There are different theories as to the basis for such legal control These 
theories fall into the following groups: 

a. The right to control inheres in the public because of the governmental 
character of the service rendered. ' 
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differentiates public utility and railroad investments from those 
of so-called private corporations. Therefore, it is important for 
the investor to consider at some length the nature of the control 
exercised over public utility companies, particularly in so far as 
such regulation affects his problem. 

The franchise explained. Public utility companies almost in- 
variably operate under a franchise. A franchise is a contract 
between the public and a corporation. In it are set forth the 
special privileges accorded the company in respect to the right 
to use public property, the right tp acquire property under emi- 
nent domain, assurance that no other companies will be granted 
similar rights, and the length of time for which the franchise 
runs.* The corporation, on the other hand, agrees to maintain 
regular service in the interest of the public, frequently agrees to 
make certain payments for the use of public property, and, in 
general, accepts its obligations as a public service enterprise. 

The method of granting franchises to public utilities has un- 
dergone some change during the present century along with other 
aspects of public utility economics and regulation. Originally, 
through special enactment, legislatures granted to public service 
corporations the right to exist and to perform certain business. 
(These rights are now generally conveyed through a charter, 
sometimes referred to as “the general franchise.”) Under the 
special enactments the public service corporation was also 
granted the right to use streets and highways, to erect poles, to 
lay gas mains, and so on. (These latter rights are now con- 
veyed through the special franchise, usually referred to as “the 
franchise.”) Somewhat later, general corporation laws were 
passed under which charters might be granted by state admin- 
istrative agencies, whereas, for the most part, special franchises, 
which carried the right to use streets and highways, were placed 
within the jurisdiction of municipalities, either by general mu- 
nicipal corporation laws or by special municipal charters. In 
fact, many state constitutions now specifically provide that no 
franchise giving the use of streets and highways may be granted 
without the consent of local authorities. 

b. The public acquires the right to control by virtue of the grant of special 
privileges. 

c. The monopolistic character of the industry justifies public control as a 

means of protection. i 

*In view of the exclusive rights given to the utility company, it often agrees 
to maintain certain sendee standards and to extend its facilities to meet new 
demands. 
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As a result of the advent of effective commission control over 
utilities, the regulatory commission has, in many cases, been 
given the power of review over the acts of municipal bodies in 
granting franchise rights. 

The conditions of the franchise under which a utility operates 
is of special significance to the investor. Quite naturally, one 
of the most important features of the contract pertains to the 
term of the franchise or the length of time it has to run. Many 
of the very early grants, which were secured through legislative 
acts, were without express limitation. In such cases the courts 
have held them to be perpetual.® The same situation applies 
to many of the earlier municipal grants. In fact, where these 
earlier grants did run for a specific length of time, the period was 
very long — in many cases 99 or 999 years. 

The experience of municipalities with these long grants was 
not entirely satisfactory, and public sentiment quickly changed. 
In fact, some state constitutions now prohibit perpetual grants, 
or else limit the life of all grants to a comparatively short period, 
say, from 25 to 50 years. These short-time grants, however, 
have proved highly unsatisfactory to utility companies and are 
particularly obnoxious to the investor. Public utility property 
is largely fixed and cannot easily be moved. The company is 
therefore at a decided disadvantage in the negotiations that take 
place at the expiration of the franchise. The company, except 
for the possibility of an appeal to the courts, is required to accept 
the terms offered by the city. What else can it do? It cannot 
profitably refuse to operate, nor can it close up and go out of 
business. In fact, city officials not infrequently have taken ad- 
vantage of their strategic position and insisted on concessions so 
radical as to make future operations unprofitable. 

The most satisfactory solution to the franchise situation that 
has been found is the so-called "terminable permit.” The es- 
sential feature of this type of contract is the continuance of the 
grant, so long as the utility furnishes adequate service at reason- 
able rates, 'or until the municipality purchases the property under 
certain prearranged terms that give adequate protection to the 
investors of the company. Under such a form of contract the 
recurrent controversies over the terms of renewal are avoided, 
and new financing can be undertaken without the liability of 
loss. 

Denver Tramwfiy Co., 3 Fed. (2d) 285; Electric Railway Journal, Dec. 20, 
1924, p. 1057. 
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C' it of thiis form of grant has developed the so-called “service- 
at-cust rranchise,” which has been used more especially in con- 
nection with street railway companies.® Under such franchises 
the C'31'ms are so arranged that charges for service are automati- 
cally adjusted in order that they shall meet as closely as possible 
the cost of services rendered, including operating expenses, all 
taxes, provision for permanent upkeep, cost of municipal super- 
vision, and a return on the established value of the property, 
This method of adjustment avoids recurring litigation and ex- 
pensive controversy before the commission when rates require 
change. 

The operation of such a plan requires a proper valuation of 
the utility company, a definite understanding of what shall be 
included in expenses, the predetermination of a rate of return, 
and a provision for an automatic change of rate in the case of 
deficient earnings. Such a sliding fare arrangement is used by 
the Cleveland Railway Company. The Chicago Surface Lines, 
although enjoying no automatic adjustment „of fares, operate 
under a franchise that provides for a 6 per cent return plus 45 
per cent of all profits in excess of that rate, the surplus to be 
paid to the city. Any deficiency in the 5 per cent return be- 
comes a claim against any excess over that return in subsequent 
years. 

The state of Massachusetts has gone a step further in the- 
Boston Elevated Act, by guaranteeing a specific return on prop- 
erty investments.'^ This act authorizes increases in fares at 
stated intervals to provide for increased cost of service. How- 
ever, if revenues during the interim are insufficient to meet the 
full cost of service, the trustees may call upon the state treasury 
for sufficient funds to meet the deficit. This deficit is then as- 
sessed against the cities served in proportion to their use of the 
service, and the commonwealth is reimbursed by any later sur- 
plus. 

A provision is'commonly included in service-at-cost franchises 

“The following companies operate imder this type of franchise in one form 
or another: 

Boston Elevated Railway Co. 

Cincinnati Street Railway Co. 

Cleveland Railway Co. 

Dallas Railway & Terminal Co. 

Montreal Tramways Co. 

Sion.'k City Service Co, 

\Sce Chapter 288, “Special Acts of 1918,” revised and e.xtended May 31, 1931. 
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under which the municipality reserves the right to purchase the 
property at a price to be determined. Generally, this option 
becomes effective only after a certain number of years of private 
operation and is designed as a protection against continuously 
unsatisfactory operation. The price at which such a purchase 
may be made, or a basis for its determination, is usually specified 
in the contract. In this way the investor knows in advance what 
he may expect to receive, in the event of a purchase, and can 
govern his actions accordingly. 

When purchasing public utility stocks and bonds, it is, of 
course, necessary to ascertain the franchise conditions under 
which the utility company operates. Companies that operate 
under short-term franchises present a real investment risk and 
should be avoided, unless it is known that the local officials and 
population are well disposed toward the company. Likewise, 
corporations operating under terminable franchises in localities 
that are likely to insist on unreasonable performances are not 
entirely satisfactory as investment media. The most satisfac- 
tory situation from an investment standpoint is a company op- 
erating under a long-term or an indeterminate franchise which 
grants the existing corporation a monopoly in the territory, and 
which provides for either the service-at-cost principle in the mat- 
ter of rates or enjoys regulation that achieves that result.® A 
record of enlightened and equitable commission control, which 
recognizes both the consumers’ and the investors’ interests, is a 
valuable thing. 

Control of monopolistic tendencies of public utilities. In the 
earlier period of public utihty development, competition was 
relied upon as the best protection against excessive rates and 
inadequate service. Duplicate telephone systems, electric light 
plants, and gas companies were stimulated by the ease with 
which franchises could be secured from local legislative bodies 
and capital could be obtained from the community.” During 

'■For further material on franchises, see Jones, Eliot, and Bigham, T. C., Prin- 
ciples of Public Utilities (New York: The Macmillan Co., 1931), pp. 102-156; 
Mosher, W. E., and Crawford, F. G., Public Utility Regulation (New York: 
Harper and Bros., 1933), pp. 93-117; Naslx, L. R. The Economics of Public Utiliiies 
(Now York: McGraw-Hill Book Co., 2d od., 1931), Chapter III. 

” The histoiy of public utility enterprises has been refereed to as comprising 
llie eras of: (1) invention; (2) exploilation; and (3) regulation. See Freeman, 
W. W., “Evolution of Public Utilities,” Annual Report, Investments Bankers’ 
Association, 1916, The era of competition coincided with that of exploitation. 
Gradually competition proved inadequate as a regulator for the industry, and 
regulation was substituted. 
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this period the relations that the utility companies bore to the 
community were not regarded as sufficiently different from thos^ 
of private economic enterprises to require a different attitude, 
either on the part of the entrepreneur or of the public. Entre- 
preneurs and promoters felt that they were entitled to organize, 
to capitalize, and to run their businesses in the manner that best 
served their own interests, and to make such profits as they 
could. It was generally felt that the hazards involved in the 
business were no more than offset by the chances of profit. 

The economic law of increasing returns, however, operates in 
the public utility field with greater force than in many other in- 
dustries. One electric railway company can serve a community 
at a lower aggregate cost than can several, and with much better 
results. Great economic waste results from the operation of 
two sets of gas mains and two plants in a given community, or 
two electric lighting systems. Even in the telephone industry, 
where large-scale operation does not necessarily reduce unit costs, 
one must consider the waste of duplicating facilities. In gen- 
eral, one may safely say that it is uneconomical to duplicate a 
given plant, such as electric light and power, gas, or railway, 
until the existing plant is able to operate at maximum capacity. 
The same applies, of course, to the steam railroad industry. 
Until one road is able to operate at maximum capacity, a second 
road results in a loss of capital. 

The entire matter may be restated in a somewhat different 
way. Let two utility companies operate in the same territory 
without regulation, and cutthroat competition, consolidation, or 
a pooling of interests results within a very short time. In the 
event that consolidation or a pooling of interests does not result 
first, cutthroat competition occurs. The reason for this is the 
operation of the so-called law of increasing returns. Where two 
companies are operating in a community, it generally happens 
that neither plant can operate at maximum capacity. This 
means that either plant can take on additional business so long 
as operating costs alone are met and a small contribution is made 
toward indirect costs. After the original investment has been 
made in an enterprise — say, an electric light plant — indirect costs 
continue, quite irrespectiye of the amount of business done. If 
such a plant is operating at, say, one-half or two-thirds capacity, 
it is possible to take on additional business at a price for service 
that little more than covers the dut-of-pocket expenses incurred 
in furnishing such service. It is true that all its business could 
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not be handled at such prices, since otherwise revenue would be 
inadequate to meet total cost, including overhead. Yet it is also 
true that at any time additional service can be so priced. Thus, 
where two plants exist, both competing in a given area and 
iieither operating at capacity, there is a strong incentive for each 
to seek additional business at a price slightly below the prevail- 
ing rate. The other company is then forced to meet this price, 
and eventually the lower price becomes the prevailing one. 
Sooner or later one of the companies goes out of business, and 
consolidation results, or a pooling of interests is effected. Ac- 
tual competition, where it is maintained for any length of time, 
becoanes a fight to the finish. 

Thus, while competition originally appeared to offer protection 
to the public, it soon proved inadequate. For, once the surviv- 
ing company had acquired the competing facilities, it proceeded, 
quite naturally, to collect from the public a return on its total 
capital outlay, including the cost of acquiring the duplicate 
properties. In this way, the public, sooner or later, was made to 
absorb the burden of the uneconomical construction program 
that was originally sponsored as a protection against exorbitant 
rates. It is impossible, therefore, to rely on the ordinary forces 
of competition to regulate rates and service. The only alterna- 
tive is some sort of public control by which the public may be 
protected against inadequate service or unreasonable rates. The 
courts, therefore, have universally upheld the old common law 
principle that public service enterprises are subject to public 
control in the operation of their business. 

Public utilities and the right to judicial review. There is, of 
course, another side to the entire question of regulation. What 
protection have the utilities against inadequate rates? What 
is to prevent the legislative or administrative body, charged with 
regulation, from establishing rates that are unremunerative to 
the company and fail’ to yield to the owners of the business a 
return on their investment? There was a time, in fact, when 
the courts refused to offer any protection to the company in this 
respect, holding that the power to fix rates was a legislative rather 
than a judicial prerogative and that relief should be sought from 
the legislature, not from the courts.^® 

"This doctrine -was laid down in the case of Munn v. Illinois, (1876) 94 U. S. 
113. In commenting on the power of the legislature to control rates, the court 
here held: “We know that this is a power which may be abused; but that is no 
argument against its existence. For protection against abuses by legislatures the 
people must resort to the polls, not the courts." 
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This attitude, however, could not long persist. As our indus- 
trial development continued and as legislative interference be- 
came more burdensome, the Supreme Court was required to hear 
a number of cases in which it was claimed that the rates estab- 
lished by the legislative bodies were so low as to destroy the value 
of the property used in the interest of the public. The utility 
companies and the railroads contended that such rates were un- 
constitutional, in that they deprived the owners of their property 
without due process of law.^^ Gradually the Supreme Court 
reversed its previous position and, by 1896, clearly took the po- 
sition that, while the legislature had the power in the first in- 
stance to regulate rates and service, the utility company, or 
railroad, had the right to apply to the courts for a judicial review 
of the rates so established.^® As the matter now stands, there- 
fore, the legislative branch of our government has regulatory 
powers over all industries “affected with a public interest,” while 
the courts stand ready to offer protection against the abuse of 
such powers. 

To whom the legislative power of control has been delegated. 
While the power to regulate public enterprises, in theory rests 
with the legislatures, the application of regulatory policy, legis- 
latively determined, is usually delegated to an administrative 
commission. The Interstate Commerce Commission, which is a 
Federal body, has jurisdiction over all railroads engaged in inter- 
state commerce, all pipe line, express, and sleeping-car cong- 
panies, in respect to interstate business, and all electric railways 
engaged in interstate commerce. In 1934, the Federal Com- 
munications Commission was created to regulate the telephone, 
telegraph, and radio industries, and in 1935 the Federal Power 
Commission was given control over the interstate electric power 
business. In addition to this Federal control, there are state 
utilities commissions which generally regulate electric light and 
power, gas, electric railway, local telephone and telegraph, and 

“The fourtoGnth amendment to the Constitution of the United States reads 
in part as follows; . . nor shall, any state deprive any person of life, liberty, 
or property, without due process of law; nor deny any person within its juris- 
diction the equal protection of the laws.” 

“ “While rates for the transportation of persons and property within the 
limits of a State are primarily for its determination, the question whether they 
are so unreasonably low as to deprive the cairier of its property without such 
compensation as the Constitution secures, and therefore without due process of 
law, cannot be so conclusively determined by the legislature of the State or by 
regulations adopted under its authority, that the matter may not become the 
subject of judicial inquiry.” Smyth y. Ames, 169 U. S. 466. 
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private water companies, and other local utilities operating 
within a single state. At the present time (1941) every state 
but Delaware has some form of utilities commission.^® 

Attitude of commissions toward companies. In the early 
history of public utility regulation, state legislatures, as well as 
the various commissions, were primariljr interested in the pro- 
tection of the public against certain abuses, particularly against 
discrimination and unreasonably high rates. There was little or 
no concern on the part of commissions for the position of the 
investor in public utility securities. The latter’s protection al- 
ways lay in a protest to the courts when legislative interference 
became burdensome. Subsequently, however, a more moderate 
attitude has developed, and generally both commissions and 
courts have come to recognize the desirability of fair treatment 
for the utility company as well as for the public. 

Regulation of rates. Among the more fundamental problems 
that have confronted both the commissions and the courts in 
connection with utility regulation have been those of rate making 
and valuation. These two problems are closely associated, for 
the entire question of fair rates involves a determination of the 
value of the property used in the interest of the public. A fair 
rate is one that will allow a proper return on the fair value of 
the property employed for the public benefit. It became neces- 
sary, therefore, to establish a proper basis for appraisal just as 
soon as the courts stood ready to protect the utility companies 
against confiscation. The valuation problem has thus assumed 
an aspect of considerable importance not only to the public but 
also to the investor in public utility enterprises, since the par- 
ticular valuation allowed is one of the determinants of the rates 
that shall be permitted, and therefore of the earning power of 
the concern itself.^"* 

Peculiar aspects of public utility valuation. It is evident that 
the method of appraisal used in the valuation of public utility 
properties for rate purposes must differ from that used in the 
appraisal of the property of industrials. In the former case, it 


“For a detailed chart showing regulatory bodies and their jurisdiction and 
powers, see p, 376. The District of Columbia, which has a commission, is also 
included in the chart. 

“For a good treatment of the valuation problem in eonneotion with public 
utilities, see Bauer, John, and Gold, N., Public Utility Valuation jor Pnrpose& of 
Bate Co7ilrol (New York: The Macmillan Co., 1934). A more exhaustive treatise 
is that of Whitten, R. H., and Wilco.x, D. F„ Valuation of Public Service Corpora- 
tiom (New York: Banks Law Publishing Co,. 2d ed., 1928). 
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is impossible to give much, if any, weight to market value, for 
market value is dependent to’ a large extent on earning power, 
which in turn varies with the rates allowed. If, therefore, mar- 
ket values were used as the basis for determining the rates a 
public utility should be allowed to charge, we should really be 
begging the entire question, since market value itself depends 
largely on the very rates it is desired to test. 

For this reason it is necessary to use a different basis for valuing 
public utility property for rate-making purposes. The two 
bases now most commonly used are: actual, or original, cost of 
construction ; and cost of reproduction (or reproduction cost, as 
we shall use the term). The term “actual,” or “original,” cost 
is generally employed to include the original cost of the property 
used for utility purposes (including an allowance for working 
capital as well as fixed property), with the cost of subsequent 
additions and betterments added, and retirements and abandoned 
property deducted. From this sum an allowance for deprecia- 
tion will be subtracted. Minor variations of this general prac- 
tice are sometimes advocated. Advocates of cost usually agree 
that extravagant or unnecessary expenditures should not be in- 
cluded in the valuation, and adopt a standard which they term 
“prudent investment.” It may be argued that retired property 
may be carried for a time as a part of investment until written off 
out of earnings, or that the depreciation allowances should not 
be deducted in computing the valuation. The term “reproduc- 
tion cost” may also be employed either to designate the cost of 
reproducing the property new, that is, without depreciation; or 
to designate the cost of reproducing the property in its present 
depreciated condition. The claims made for and against these 
different bases of valuation will be considered in some detail. 

Methods of valuation: original, or actual, cost basis. The 
merit of the original, or actual, cost basis lies in the fact that it 
represents, as nearly as possible, the actual sacrifice of the in- 
vestors. After all, is this not the real amount on which a fair 
return should be allowed? Can the courts or commissions be 
called upon to go further than this in giving protection to the 
investor? 

It is true that original cost as a basis for determining the fair 
value of utility property for rate-making purposes has much to 
commend it. On the other hand, it is not without weaknesses. 
The first difficulty arises from the fact that it takes no cognizance 
of fluctuating values. The first two decades of the century wit- 
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nessed a very substantial increase in the general price level. Is 
a company that was established during that period to be allowed 
a return on the basis of construction costs at that time? Such 
a situation would undoubtedly prejudice some investors against 
the industry if prices were rising, even though the constant re- 
placement that normally goes on tends to correct matters. It 
would also result in widely different rates for the same type of 
service, depending upon costs at the time a particular plant was 
erected. 

Another possible objection to original cost may lie in the prac- 
tical difficulties of applying it. It sometimes happens that the 
accounting records of a company are lost or that they are inade- 
quate. Occasionally repairs and maintenance expenditures are 
not properly differentiated from additions and betterments. 
When the present company is made up of a number of smaller 
subsidiaries, the situation may be even more involved. In other 
words, even where it is desirable to use actual, or original, cost, 
it may be impossible to do so. although this difficulty becomes less 
important when the accounts have been kept over a period of 
years on a uniform basis and under the supervision of a reason- 
ably vigilant commission. Where doubt exists as to the accuracy 
of records, a condition that prevailed more commonly prior to the 
first World War, valuation has often been necessary to provide a 
starting point. It is easier from an administrative point of view 
to arrive at and agree upon a valuation based upon costs deter- 
mined by carefully kept accounting records than upon frequent 
revaluations made upon the basis of changing reproduction cost.^'* 

‘'The following citations pertain to the use of actual cost for rate-making 
purposes ; 

Cumberland Tel. and Tnl. v. City of Louisville, 187 Fed. 637. Realized 
diffleultios of determining actual cost. 

Ames V. Union Pacific Ry. Co., 64 Fed. 165, “Actual investment is not to 
be ignored even though such sum is far in excess of the present value.” 

Actual cost strongly upheld in San Diego Water Co. v. San Diego, 118 Cal. 
666, 50 Pac. 633; Brymer v Butler Water Co., 179 Pa. 231, 36 Atl. 249. 

Coal & Coke Railway Co. v. Conlej’^, 67 W, Va, 129, 67 S. E. 613. 

The Wisconsin Railroad Commission, while holding that there is no single 
standard of valuation, has based the element of going value largely on an esti- 
mate of the actual co.st of establishing the business. City of Appleton v. Appleton 
Water Works Co., 6 W. R. C. R. 215, See particularly p. 219. 

Actual cost upheld by New York Public Service Commission in Mayhew v. 
Kings County Lighting Co., 2 N. Y. P. S. G. (Isl Dist.), Oct. 20, 1911. Actual 
cost also upheld by Pub. Serv. Comm, of N. H., annual report,' 1912, p. 302. 

Tlie iniustich of basing fair value on cost of reproduction is pointed out by 
the Interstate Commerce Commission in “Advances in Rates, Western Case,” 
20 I, C, C, R, 307, “Perhaps the nearest approximation to the fair standards is 
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Reproduction cost defined.' As a result of this situation and 
of the difficulties of ascertaining actual cost, we have a different 
concept of value based on cost of reproduction. The term has 
generally been used to imply the cost of reproducing the prop- 
erty new on the basis of current prices, or on the basis of averag- 
ing prices over a period of, say, five years. The plant under con- 
sideration is usually assumed to be reconstructed from materials 
and equipment in every respect the same as those used in the 
construction of the actual plant, although under certain condi- 
tions it is necessary to consider the cost of erecting a substitute 
plant of similar capacity, the so-called “replacement cost 
basis.” 

During the period preceding 1910, various commissions urged 
the use of the cost-of-reproduction basis on the grounds that the 
public was entitled to enjoy the benefits of lowered costs, and 

that of bona fide investment— the sacrifice made by owners of the property- 
considering as a part of the investment any shortage of return that there may be 
in the early years of the enterprise.” 

As one might expect, the public service corporations during the decade after 
the first World War were especially vigorous in upholding reproduction cost and 
have, no doubt, greatly exaggerated the difficulties of original actual cost. See 
brief of C. E. Smith in Lincoln v. Lincoln Water & Light Co., I, P. U. C. No. 
2406, p. 65; Senate Report No. 1290 of the 62d Congress, p. 64; remarks of 
President Hadley before Senate Committee; report, 3d session 62d Congress, 
p. 236. However, some evidence of the difficulties m ascertaining original cost is 
indicated in the case of the New York Public Service Commission’s opinion- re 
Westchester Lighting Company. The books of the Company were found not to 
reflect original cost less depreciation “In order to determine these and other 
neoessaiy factors, 66 hearings have been held since the adoption of the order, 
over 7,000 pages of testimony have been marked for identification, of which 146 
were received in evidence.” (16 P. IT. R. 299, 1936, p. 302). 

Recent decisions upholding actual cost: Re Cripple Creek Water Co., P. U. R. 
1916-C, 788; Public Service Comm. v. Pacific Tel. & Tel. Co., (Wash.) P, U. R. 
1916-D, 947; Butler v. Lewiston, A. & W. St Ry. Co., (Me.) P. IT. R. 1916-D, 25. 

See also Des Moines Gas Company v. City of Des Moines, 238 IT. S. 153, 168 ; 
Lincoln Gas & Electric Co. v. Lincoln, 250 IT. S. 266, 268; Missouri ex rel. 
Southwestern Bell Tel, Co. V. Public Serv. Comm., 262 IT, S. 276; The Pacific 
Telephone and Telegraph Co. v. Whitcomb, eL al, 12 Fed. (2d) 279; Consoli- 
dated Gas Co. of N. Y. v. Prendergast, et al, 6 Fed, (2d) 243 ; Columbus Gas 
Light Co. V, Corporation Commission, (Ind.) 140 N. E, 538; People ex rel 
Adirondack Power & Light Co. v. Public Service Commission, 207 N. Y. S. 284. 

See also other citations in this chapter. 

“In Hartman, H, H., Fair Value (Boston: Houghton Mifflin Co., 1920), p. 
100, cost of reproduction theories are classified as follows: (1) thq cost of 
reproducing a plant, similar in all essentials to the existing plant, under present 
conditions; (2) the cost of reproducing a similar plant at present prices, under 
conditions prevailing at the time of original construction; (3) the cost of oon- 
.structing a substitute plant capable of performing the same service. 'Cost-of- 
reproduotion-new — less depreciation,’ sometimes spoken of as a fourth form of 
the theory, is but the application of depreciation rules to the inventory,” 
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that charges for service should be based on existing and not past 
costs. Between 1910 and 1930, however, the situation was re- 
versed, and the public service corporations strongly urged the use 
of the cost of reproduction basis for valuation. The reaction of 
prices and their violent fluctuations after 1930 have left the 
companies less assured in their arguments and more willing to 
accept the certainties of original cost. Those companies which 
constructed the bulk of their property during the 1920’s would 
currently (1941) find original cost higher than reproduction cost 
although moderate inflation could easily reverse the situation. 

Arguments for and against reproduction-cost theory. In 
general, the arguments in favor of cost of reproduction are based 
on the claim that the public is entitled to service at a rate of 
charge suflflcient to pay a fair return on the investment currently 
necessary to furnish the service; while the company is entitled to 
a fair return on the capital investment that another company 
would have to make under current conditions to provide the 
service. 

Undoubtedly there are reasons for considering fluctuations in 
value under certain conditions, but the logical outcome of a strict 
application of the cost-of-reproduction theory would inevitably 
result in an unearned, or unmerited, gain or loss either to the 
consumer 05 to the investor. This situation should definitely 
be avoided, so far as possible, in rate cases. The ultimate de- 
sideratum in public utility valuation is a rate that allows a fair 
return to the investor on the sum invested and a fair rate to the 
consumer, based on the original cost of erecting the property. 
If the investor is to be protected, therefore, against declining 
prices, why should the consumer not be protected against increas- 
ing values, especially where the increase in property values may 
be largely conjunctural, developing out of the normal growth of 
the community 

Opposed to this argument, of course, is the argument based on 
the decline in the purchasing power of money caused by rising 
prices. To limit the return on public service property, say. to 

Franklin Light & Power Co.. (N. H.) P. U. E,. 1922-A: "It would seem 
unreasonable to mark up or down the valuation of all of our electric and other 
plants to correspond to the fluctuations in the cost of materials and labor, espe- 
cially in such abnormal times as these. A permanent change in values may 
fairly be considered, but there is a pretty general feeling that money prudently 
invested should be reasonably secured against sudden or other reductions in 
values, and of course it would be equally objectionable to raise values to match 
fluctuations in cost of material and construction” (p. 514). 
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1913 prices, would be to fail to maintain a status quo for the in- 
vestor in such property if his investment were figured in terms 
of commodities. The more fortunate investor who committed 
his capital to industrial securities, on the other hand, would find 
himself in a far more favorable position, in that he would be able 
to profit from an increase in property values. However, in so 
far as the rate of return and the principal of bonds and preferred 
stocks are fixed in nearly all cases, this argument applies only to 
the common stockholder. The reproduction-cost basis would, in 
a period of rising prices, offer no aid to the bondholder and pre- 
ferred stockholder suffering from diminishing purchasing power, 
but would return large gains to the common stockholder, espe- 
cially when his equity was small in relation to the appreciat- 
ing property. In a period of falling prices, the common stock- 
holder might be completely wiped out and the investment posi- 
tion of the prior securities would be injured, if not actually placed 
in jeopardy of default. 

One must also consider the public’s need for extensions in pub- 
lic utility enterprises. The funds for extensions and expansion 
must ultimately come from the investor. Consequently, if the 
public utility commission denies the right to any unearned incre- 
ment, funds are liable to be diverted to other enterprises in which 
the investor is not similarly restricted. 

Depreciation in connection with reproduction cost. In con- 
sidering the cost-of-reproduction theory, we cannot neglect the 
problem of depreciation. There are, in fact, two distinct lines 
of thought as to the proper method of handling depreciation. 
One group advocates a strict application of the cost-of-reproduc- 
tion-new basis without any allowance for depreciation. This 
group holds the theory that, so long as the service performed 
by the utility is as good as when the utility was new, it is imma- 
terial to the consumer to what extent depreciation of individual 
property has occurred.^® 

One of the advocates of the cost-1 o-rcproducc basis was A. C. Hiimphroys, 
former president of Stevens Institute of Technology. Sec “Depreciation, Esti- 
mated and Actual,” Proceedinqs of the American Gas Institute, Vol. VIII. Part 
II, p, 521 ; Blood, W. H., “The Pa.ssing of ‘Depreciated Value’ in Rate Bases”; and 
Webster, Geo, N., Theoretical Depredation, a Menace to the Public and the 
Investor. The oost-of-reproduction-lcss-depreciation theory has been upheld by 
Whitten, Robert H., in Valuation of Public Service Corporations (New York; 
Banks Law Publishing Co., 1912), Vol. 1, p, 369; and by a special committee of the 
American Society of Civil Engineers in a report of the Special Committee to 
Formulate Principles and Methods for the Valuation of Railroad Property and 
Other Public Utilities, Dec. 1, 1913, p, 49. 
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The essential difficulty regarding the question of depreciation 
centers on the way in which depreciation is handled. Where 
depreciation is not provided fox-, but is returned to stockholders 
in the form of excessive earnings, the depi’eciated value of the 
property should be taken as the rate base. 

It may be true, as those advocating cost-of-reproduction-new 
suggest, that so long as service is efficient, the public is not con- 
cerned; but eventually repairs and replacements will become 
necessary, and whence are the funds to come? Earnings, once 
paid out, will not be reluimed. The only alternative is to raise 
such funds by new capital issues. 

But when depreciation is properly charged against earnings 
and the depreciation is properly handled, we have a different 
situation. The meaning of the term depreciation is clear : it is a 
recognition of the imperceptible, immeasurable decline in value 
that sets in at the lime of purchase and continues until the capi- 
tal instrument is retired to the ineAutable scrap heap. To be 
sure, dhere may be no appreciable lessening of its efficiency until, 
say, the tenth year of its existence, when, suddenly, it becomes 
worthless. Nevertheless, in performing its service during these 
ten years, it has been yielding up value to the goods or services 
produced, and against its income should be charged yearly 
amounts, so that at the end of ten years we shall have a fuxrd 
equivalent to the original investment, less whatever scrap value 
exists after the instrument is abandoned. 

As applied to a public service plant, the propriety of charging 
depreciation against earnings is no longer questioned. This 
statement is merely another way of saying that the consumer is 
expected to pay a sufficient amount, assuming a fair return is 
earned over expenses, to return the value of property used up in 
providing the service rendered. When such investment is paid 
for by the consumer, he should no longer be expected to pay a 
return upon it. But if, as is usually the case, the funds repre- 
senting depreciation reserves have been turned back into the 
]xlant as additions aird betterments, then these funds should be 
added to the depreciated value of the original plant, in order 
that they may continue earning a return for the investors in the 
company.^'-' The funds represented by the depreciation allow- 

“For an able discussion of this problem from an economic standpoint see 
Adams, J. P.. “Dcpicoiafion in Relation to Public Utility Valuation,” Papers 
and Proceedings uj American Association oj University Instructors in Accounting, 
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ance may, however, be invested in other nonoperating property, 
so that they may earn an independent return or be used to retire 
outstanding securities of the operating company. 

Present attitude toward reproduction cost. Regardless of , 
whether or not depreciation is considered in arriving at values 
based on reproduction costs, it is apparent that a fundamental 
distinction exists between reproduction values and actual cost. 
The arguments for and against these two theories have previously 
been set forth, and we are again brought to a realization that 
neither method has been generally accepted as a sole criterion 
of value, despite an attempt on the part of attorneys representing 
public service corporations to interpret the Smyth v. Ames case 
to mean that “present value” should be taken as the only value. 

The language of the court on this point in Smyth v. Ames, 
already quoted, was as follows: “And, in order to ascertain that 
value [fair value for property used for the convenience of the 
public], the original cost of construction, the amount expended 
in permanent improvements, the amount and market value of 
its bonds and stocks, the present as compared with the original 
cost of construction, ... are all matters for consideration. 

. . Lest anything might have been overlooked, the court 


1922, Vol. VII, p. 99. The following citations will indicate the attitude of the 
courts and some commissions on the question: 

Report of' the Massachusetts Joint Commission on the N. Y,, N. H. & H. Ry. 
Co., Feb. isl, 1911, pp. 61-154. Upholds cost-of-reproduction-new, so long as 
property is maintained at 100 per cent capacity out of earnings or stock assess- 
ments. 

City of Whitewater v. Whitewater Electric Light Co., 6 W. R. C. R. 132, 138, 
Commission uphqlds cost-of-reproduction-new “. . . since although the invest- 
ment may apparently be diminished by failure to provide for depreciation and 
by the payment of this money to stockholder's, in reality the investment is not 
diminished, because of the necessity of replacing the plant, in the absence of a 
depreciation fund, from the property of owner's or stockholders,” 

Knoxville v, Knoxville Water Co,, 212 U, S. 1, 29 Sup, Gt. 148, 63 L, Ed. 371. 
The Supreme Court here holds cost-of-reproduction-less-depreoiation to be the 
coirtrolling factor. 

Minnesota Rate Cases, 230 U. S. 352. Upheld cost-of-reproduction-less-de- 
preciation. Supreme Court rejected contention that increase in value due to 
adaptation and solidification of roadbed was more than adequate fully to offset 
all depreciation m physical structures, indicating that appreciation and depre- 
ciation should be estimated separately. Additional citations in Whitten, Robert 
U., and Wilcox, D. F., Valuation of Public Service Corporations (New York: 
Banks Law Publishing Co,, 2d ed., 1928), Chapters XIV and XV, See also Bauer, 
John, and Gold, N,, Public Utility Valuation for Purposes of Rate Control (New 
York: The Macmillan Co., 1934). 

-“The italics arc ours. 
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added: “We do not say that there may not be other matters to 
be regarded in estimating the value of the property.” 

It appears here that the court provided for the use of both 
original cost and present, or reproduction, cost. For, while it is 
true that in some instances the courts have held strictly to origi- 
nal cost,-’^ and in other cases they have leaned essentially toward 
reproduction costs, the recent tendency has been to permit state 
commissioners to follow what seems to be their common bent in 
minimizing the importance of reproduction cost, or even omitting 
it, in favor of original cost.-® 

Treatment of certain tangible and intangible items in utility 
valuation. Up to this point, our discussion has centered on the 


“See citations on p. 359. 

“See In re San Jos6 Water Co., (Cal.) P. U. R. 1916-E, 706; In re Terminal 
Taxicab Co., (D. C.) P, U. R. 1915-B, 546; In je Bronx Gas & Elec. Co., (N. Y.. 
1st Dist.) P. U. R. 1916-A, 440; Steenerson v. Great Northern Ry. Co., 69 Minn. 
353. f 

“ New Hampshire Public Service Commission, report of Nov. 30, 1912, p. 302. 
Upholds amount honestly invested as fair basis of value. Wisconsin Railroad 
Comm, accepts investment idea in Appleton v. Appleton Water Works Co., 6 
W. R. 0. R, 216, although it gives consideration to reproduction coat. Massachu- 
setts Public Service Commission accepts original value. In re Middlesex & Bos- 
ton Rate Case, Got. 2S, 1914. In re Dunham. (Mo.) P. IT R. 1916-E, 544, de- 
cision in Smyth v, Ames literally constmcd. See also In rc Munroe Ind. Tel. Co., 
(Neb.) P. U. R. 1917-E, 471; In re Lincoln v. Lincoln Water & Light Co., (111.) 
P. U. R 1917-B, 1. Simpson r. Shepard, 230 U. S. 352, 33 Sup. Ct. 729. "The cost- 
of-reproduotion method is of service in ascertaining the present value of the plant, 
when it is reasonably applied and when the cost of reproducing the property may 
be ascertained with a proper degree of certainty. But it does not justif3’’ the 
acceptance of results which depend upon mere conjecture.” People ex rel. N. Y. 
State Rys. v. Public Service (5omm., (App. Div.) 196 N. Y. S. 174. Holds that 
neither “cost before the war” (fli'st World War) nor “reproduction (cost) at the 
present time” is a true basis, but that the present value must be “.something more 
than prewar cost less depreciation.” City of Stamford v. Stamford Gas & Elec- 
tric Co.,» (Conn.) P. U. R. 1922-A, 303. Favors an average reproduction cost. 
In re Franklin Light & Power Co., (N. H.) P. U. R. 1922-A. 606. Gives consid- 
eration to depreciated value and original cost. 

Adherence to a single basis is not clear-cut, even in Supreme Court cases. 
Bauer and Gold empba.size the importance of surrounding circum.stances. Of 
particular interest is the case of the Los Angeles Gas and Electric Corporation 
V. Railroad Commission of California (289 U. S. 287, 1933), in which the Com- 
mission was permitted to lay primaiy emphasis upon historical (original) cost. 
Even more significantly, the same Commission, in a case involving the Pacific 
Gas & Electric Company (302 U S, 388, 1937), was upheld by the Supreme Court, 
although the Commission had adhered to historical cost and refused to give any 
consideration to reproduction cost. The case is contrasted with the Indianapoli.s 
case (McArdle v. Indianapoli.s Water Co,. 272 U. S. 400), which was regarded as 
■ a clear victory by the supporters of reproduction cost. Consult Bauer, John and 
Gold, N., Pvhlio Utility Valuation jor Purposes of Bate Control (New York; The 
Macmillan Co., 1934). 
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particular aspect of value that should be adopted. Still other 
problems must be settled, however, before any of the cost theories 
discussed can be used intelligently, and these questions hinge on 
the inclusion or exclusion of certain items in arriving at values. 

While it is true that little doubt exists as to the propriety of 
including as elements of value those tangible items which were 
necessary to the public service corporation, and which were ac- 
quired at an actual cost, questions do arise as to the propriety 
of including other tangible items, as well as some intangible 
items, in arriving at the rate basis. 

Unused property. For instance, it is generally held that prop- 
erty that is not used or is not useful, even though acquired at a 
cost, may not be included in arriving at values for rate-making 
purposes.^'* The theory underlying this attitude is that the pub- 
lic should not be required to pay rates high enough to provide a 
return on an unnecessary investment, or to recoup the public 
service company for mistakes in judgment. * 

Property acquired by gift. Essentially the same attitude has 
been taken in respect to tangible property acquired by gift and 
without cost. Such property, although necessary, represents no 
sacrifice, no investment, and no cost to the company until re- 
placement is necessary. Consequently, such property should be 
excluded from the rate base.-” 

Property acquired from surplus. Another interesting prob- 
lem is created in respect to property acquired from surplus. 
Should such property be regarded as acquired from large earn- 
ings, and hence as representing no sacrifice from investors, or 
should it be considered as a reinvestment of the stockholders’ 
earnings? The courts have generally held that, where earnings 
have arisen from exceptional management or from failure to de- 
clare dividends, and have not resulted from high rates, they rep- 
resent a reinvestment and may be regarded as an item of cost.**® 


“'‘Soc particularly In re LaCrosso Gas & Elec. Co., 8 W. R. C. R. 138; In re 
Darlington Elec. Light & Water Power Co., 6 W. R. C. R. 397 ; San Diego Land 
& Town Go. V. Jasper, 189 U. S. 439, 23 Sup. Ct. 671, 47 L, Ed. 892. 

While some earlier decisions favored the inclusion of such items, later de- 
cisions have adopted an opposite view. See San Diego Water Co v. San Diego, 
118 Cal. 566, SO Pac. 633; Ashland v. Ashland Water Co., 4 W. R. C. R. 273; Pine 
Lawn v, W. St. Louis Water <fe Light Co., (Mo.) P. U. R. 1917-B, 670. 

-“See In ra Bridgeport Natural Gas & Oil Co., (W. Va.) P. U R. 1916-C, 253; 
In re Salem Tel. Co., (S. DaJt.) P. U. R. 1919-B. 734; Mass. Bd. of Gas & Elec.. 
Light Comm., 9th annual report, p. 90, In re Haverhill Gas & Light Co. 
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Land values. Tlie question of land value has perhaps caused 
as much difficulty in railroad valuation cases as any one item, not 
because of any doubt regarding the validity of its inclusion, but 
rather as to the proper method of appraisal.-^ Here the difficulty 
hinges largely on the propriety of allowing for increases in the 
values of land because of community growth. In some instances, 
there has been a tendency to appraise land at its present market 
value, whereas in other cases a “fair value” of land may be less 
than the market value of similar land in the vicinity. The In- 
terstate Commerce Commission endeavors to ascertain the pres- 
ent value of land by multiplying the number of acres of land 
owned or used by the carrier for its purposes as a carrier by the 
“present market value” per acre of “similar, adjacent and ad- 
joining lands,” with due allowance for the “peculiar adaptability 
of the land to railroad use.” In general, the use of “multi- 
pliers” to account for cost of acquiring land, or to account for 
added value given because of adaptability for use by the public 
service corporation, has been condemned.*” 

Overhead costs. Other questions regarding the valuation of 
specific types of tangible property naturally arise, but our analy- 
sis has gone far enough to show that the courts and the commis- 
sions usually seek to include only those items that, on the one 
hand, actually represent an investment by the public service cor- 
poration and, on the other, are usually employed in the business. 

Other questions of interest center on the inclusion or exclusion 
of such items as engineering costs, superintendence, contingen- 
cies, contractors’ profits, interest during construction, legal and 
general organization expenses, and promotion costs. These 
items, ordinarily classed as overhead expenses, are generally al- 
lowed by state commissions, where it can be proved that they 
were actually incurred and where they were not excessive. Like- 
wise, the additional expense involved because the utility com- 
pany was necessarily constructed in piecemeal fashion may be 
regarded as a legitimate item of cost. Franchise values, on the 
other hand, while allowed in valuation for taxation, and fre- 
quently in valuation for purchase and sale, are not generally 

“'There are three generally accepted methods of land appraisals; the "local ex- 
pert method; the sales method; and the appraisal method,” See Hartman, H. 
H., Fair Value (Boston: Houghton Mifflin Co., 1920), p. 139. They apply, of 
course, only in the reproduction-cost and estimated original-cost inventories. 

““Valuation Docket No. 2, pp. 52-62 

““ Minnesota Rate Case, 230 U. S. 352, 33 Sup. Ct. 729. 
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considered in arriving at values for rate-making purposes beyond 
the actual cost of acquiring the franchises.®" 

Going value. One more point remains to be discussed in ref- 
erence to intangible items and their relation to value, and that is 
the question of “going value” or “going concern value.” Utility 
companies have invariably contended that allowance should be 
made in regulatory valuation for a sum in addition to the mere 
physical value of the property to include a certain intangible 
element of value that is considered to exist because the concern 
is operating, has a clientele, and is actually running.®’^ There 

” The following citations, while not complete, will indicate the courts’ attitude 
on the treatment of intangible values: 

City of Ripon v. Ripon Light & Water Co., 5 W. R. C, R. 1. Twelve per 
cent allowed on total inventory-reproduction cost to cover engineering, super- 
intendence, legal expenses, interest during constmetion, and contingencies. 

Cedar Rapids Gas Light Co. v. Cedar Rapids, 223 U. S. 655. The Iowa Su- 
preme Court was upheld in denying an allowance either for promotion or organ- 
ization. 

In appraisal of Chicago surface railways, 1906, Chicago Consolidated Traction 
Co., 1910, and Chicago gas plant, 1911, allowances made for organization expenses. 
See report. Traction Valuation Commission, Dec. 10, 1906^ August, 1910; report 
by Wm. T. Hagenah to Gas Sub-committee of Chicago Council Committee, April 
17, 1911. 

In appraisal of Cleveland street railways, 1909, 10 per cent added to total in- 
ventory value to cover organization, interest during construction, etc. Decision 
of U. 8. Dist, Judge R. W. Taylor, re arbitration of valuation of property of 
Cleveland Ry. Co., Dec. 16 and 17, 1909. 

Lincoln Gas & Electric Light Co., City of Lincoln, 182 Fed. 926, 928 ; 7.7 per 
cent inventory cost allowed. 

New Jersey Pub. Util. Comm., 1911, allows 12 per cent. Re investigation of 
rates charged by Consolidated Gas Co. of Long Branch, N. J., July 25, 1911. 

Mayhew v. Kings County Lighting Co., 2 N. Y. P. S. C. (1st Dist.), Oct. 20, 
1911. Allows from 10 per cent to 15 per cent. 

For complete citations of earlier cases see Whitten, Robert H., and Wilcox, 
D. F., Valuation of Public Sermoe Corporations, (Banks Law Publishing Co., 
2d ed., 1928). Chapters XXIII-XXIX 

Lincoln v. Lincoln Water & Light Co., I. P. U. C. No. 2496, P. U. R. 1917-B, 
1. A li.*!! of typical overhead expenses suggested here. 

Washington & M. R. Co., (D. C.) P. U. R. 1915-B, 558. Holds that allowance 
for overhead must bo on depreciated value of property. 

Edwards v. Glen Tel. Co., (N. Y. 2d Dist.) P. II. R. 1916-B, 940. Promoters’ 
profits included m valuation only upon showing reasonable necessity thereof and 
resulting benefit to service. 

Lincoln v. Lincoln Water & Light Co., (111.) P. U. R. 1917-B, 1 Interest during 
construction as a capital charge limited to reasonable amount. 

Bond discount is not generally held to be a capital charge, but is regarded as 
an interest charge, to be absorbed through earnings. Potomac Elec. Power Co., 
(D. C.) P U. R. 1917-D, 663. For additional citations on these points, see 
Whitten, Robert H., and Wilcox, D. F., Valuation of Public Service Caiporations • 
(Banks Law Publishing Co., 2d ed., 1928), Chapter XXIV. 

“Des Moines Gas Co. v. Des Moines, 238 U. S. 153, 35 Sup. Ct. Rep. 811. 
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are, in fact, several aspects of this question that must be treated 
differently, as going value is not always used to cover precisely 
the same thing.®” 

Where going value is considered as arising from expenditures 
necessary to secure new business, such expenses, if actually in- 
curred and charged to capital, may be included. But where such 
charges were not incurred, or were met out of operating expenses, 
obviously to include them in the rate base would be tantamount 
to duplicating the charge against future consumers. 

Another use of the term “going value” implies the difference 
between exchange value and appraised value. Such a concept 
must be omitted from consideration in determining the rate base, 
for to include it would throw us back simply to market value, the 
objections to which have already been emphasized.®® 

That aspect of going value .which is based on goodwill cannot 
legitimately be allowed unless an actual expenditure has been 
involved to secure it. Goodwill, as generally used to indicate an 
element of value derived from the fixed and favorable considera- 
tion of customers, has no place in rate making, since the cus- 
tomers usually have no option in placing their patronage.®^ 

More justifiable, however, are the claims made by public serv- 
ice corporations that accrued deficits and unpaid early losses 
should be given consideration. The Wisconsin Railroad Com- 
mission was one of the first to establish a definite procedure for 
handling early deficits. Under its plan, which has been followed 
elsewhere with variations, early deficits may be capitalized on 
the same basis that engineering expenses, legal fees, and other 


“That there is an element of A'alue in an assembled and established plant, doing 
business and earning money, over one that is not thus advanced is self-evident. 
This element of value is a property right, and should be considered in determin- 
ing the value of the property upon which the owner has the right to make a fair 
return, . . .” (p. 815). 

^''See Hartman, H. H., Fair Value (Boston; Houghton Mifflin Co., 1920), p. 1T9. 
“Four definitions [of going value] have been generally used. The term has been 
interpreted as the mere attribute of a utility in normal operation— orpnized, 
operated, and engaged in the public service. It has been defined as the difference 
between the exchange value of the plant and its appraised present value, Going 
value has been used as synonymous with ‘good will’ to mean the probability of 
customers continuing to come to the same company for service. And the term 
has been held to mean the net unrecompensed deficits sustained by the company 
during the development stage of its existence, while operating at a loss.” 

See Fuhrmann v. Cataract P. & C. Co., 3 N. Y P. S. C. (2d Dist.) 656 

“See Willcox v. Consol. Gas Co., 212 TJ. S. 19, 29 Sup. Ct. Rep. 192, 53 L. Ed. 
382; Dos Moines Gas Co. v. Des Moines, 238 U. S, 153, 69 L, Ed. 1244. 
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construction expenses are capitalized.®'’ The commission, how- 
ever, does not take into account losses due to bad management.®® 
Valuation for purposes other than rate making. It would 
take us too far afield in our present problem to discuss all the 
points of difference between valuation for rate purposes, for 
capitalization, for purchase, and for taxation. Generally, how- 
ever, the following distinctions may be said to oxist. In valua- 
tions for rate purposes, what is sought is a fair value upon which 
to base a fair return. And fair value has, with the exception of 
certain increases in value, been used to imply at least an invest- 
ment or sacrifice on the part of the owners of the public service 
corporation. Valuation for capitalization will be substantially 
the same as valuation for rate purposes if the securities outstand- 
ing have adequate earning power to support their value. Valua- 
tion for tax purposes, on the other hand, tends more closely to 
conform to market value, and, where earnings are low, may be 
considerably less than fair value for rate purposes.®’’ Tax laws 
differ widely and the bases of appraisal are rngny. In fact, 
precedents as to appraisals for tax purposes show that public 
utility properties, as well as other types of property, are gen- 
erally appraised at market value. Further, there is no relation 
between ea^niings, rates,' and value to consider here as in the case 
of valuation for rate purposes. Valuation for purchase, while 
closely related to valuation for rate purposes, is also different.®® 
There are grounds here for leaning strongly toward the capitali- 
zation method of value, or at least for taking into account the 

Outlined in City of Milwaukee v. Milwaukee Gas Light Co., 12 W. R. C. R. 
441. Court decisions are not unanimous, howevets, and one authority quotes with 
approval the following adverse holding. . . the fact that a utility may reach 
financial success only in time or not at all, is a reason for allowing a liberal re- 
turn on the money invested in the enterprise ; but it does not make past losses an 
element to be considered in deciding what the base value is and whether the rate 
is confiscatory.” Quoted from Galveston Electric Co. v. Galveston, 268 U. S. 388. 
See Bauer, John, and Gold, N„ Public Utility Valuation for Purposes of Rale 
Control (New York: The Macmillan Co., 1934), p. 328, For a more detailed dis- 
cussion see Chapter XIII of this reference. 

Superior Commercial Club v. Superior Water, Light & Power Co., 11 W. R. 
C. R. 704; Galveston Elec. Co. v. City of Galveston, 42 Sup. Ct, Rep. 354. Con- 
sult recent treatise on this subject by Blood, W. H., Jr., “Going Concern Value 
in Rate Cases,” Reprint No. 28, Stone & Webster Journal, Aug,, 1922. See also 
“Going Value as an Element in the Valuation of Public Utility Properties,” Har- 
vard Business Review, Vol. I, pp. 359-367. 

” See Proceedings of the &Sd Annual Convention, National Association of Rail- 
way Commissioners, Oct., 1911. p. 148. 

“‘See Willcox v. Consolidated Gas Co., 212 U. S. 19, 29 Sup, Ct. 192, 63 L. Ed. 
382; Omaha v, Omaha Water Co., 218 Uj S. 180, 30 Sup. Ct, 615, 
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market value of the property as being the product of two vari- 
ables — cost and rates.®” 

A fair return on fair value. Closely related to the problem of 
the valuation is the question: What constitutes a fair return? 
The determination of a rate base is of little consequence unless it 
is known what net return should be allowed on it. For steam 
railroads, in the early 1920’s a return of 6% per cent was con- 
sidered by the Interstate Commerce Commission (under mandate 
from Congress) to be a fair return. The courts and state com- 
missions, on the other hand, have been somewhat more liberal in 
the case of public utilities and generally allowed between 7 and 

5 per cent in the 1920’s; in the later 1930’s, the rate tended to 
run around 6 per cent.'*" Again, it should be recalled that 

“See Fuhrmanu v. Cataract Power & Conduit Co., 3 N. Y. P S. C. (2d Dist.) 
656. 

■““The following is a resume of some of the decisions in the 1920’s bearing on 
the rate of return which public utility companies have been allowed to earn : 

A return of 7 per cent was held i-easonable for an electric utility. Rc Houghton 
County Electric Light Co., (Mich.) P. IT. R. 1924-B, 32. 

An annual return of 8 per cent of the value of an electric utility was consid- 
ered just and reasonable. Northwestern Ohio Light Co. v. Leipzic, (Ohio) P. U. 
R. 1924-B, 762. 

A return of 7 per cent was considered reasonable for a water utility. Re Indian- 
apolis Water Co., (Ind.) P. U. R. 1924-B, 306. 

Three decisions in reference to electric light companies in 1924 by the Cali- 
fornia commission allowed returns as follows: Re Southern California Edison 
Co,, P. U. R. 1924-C, 1 (7,5 per cent) ; Re Coast Valleys Gas & Electric Co., P. U. 
R. 1924-C, 40 (8 per cent); Re Coast Counties Gas & Electric Co,, P. U. R. 
1924-C, 416 (8 per cent), 

A street railway utility was allowed 7 per cent for an annual return. Re Omaha 

6 Council Bluffs Street Railway Co., (Neb.) P. U. R. 1924-A. 627. 

A public utility company operating electric, heating, and telephone depart- 
ments and rendering efficient service was allowed a return of 8 per cent upon the 
present fair value of its property. Re Northern States Power Co., (N. D.) P. U. 
R. 1924-A, 325. 

A gas utility was allowed a return of 7 per cent on the fair present value. Re 
Springfield Gas & Electric Co., (Mo.) P. U. R. 1924-A, 613. 

A gas utility which had made investments in advance of demands for service 
was allowed a return of 7 per cent. Trustees of Freeport v. Nassau & Suffolk 
Lighting Co., (N. Y.) P, U. R. 1924-A, 96. 

The return of a telephone utility was fixed at 8 per cent annually. Re Inter- 
state Utilities Co., (Ida.) P. U. R. 1924-A, 197. 

A rale of return of 9 per cent was declared excessive for a telephone utility, 
while a return of 7y2 per cent upon the rate base was found to be just and reason- 
able. Illinois Commerce Commission v. Chicago Telephone Co , (111 ) P. U. R. 
1024-A, 213. 

A return of 8 per cent was held to be a rate customarily required to be named 
On the present value of the property of a regulated gas utility. Consolidated Gas 
Company of New York v. Pi’pndergaat, P. U. R, 1925-B, 773 (U, S. District 
Court, N. Y.) , (continued p. 373) 
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there is no guaranty or assurance that a particular company will 
earn a fair rate on its investment. The only protection actually 
afforded to the investor in utility companies is the assurance that 
the company, under normal management, will be allowed, within 
reasonable Ihnits, rates that will provide a fair return on the fair 
value of property used for the pubhc good. In periods of chang- 
ing business conditions, rate adjustments may be so slow as to 
cause this general rule to fail. Furthermore, a utility may, 
through overextension or unusual losses of business to competing 
substitute industries, be unable to earn a fair return under any 
scheme of rates. 

Other problems of regulation. It is easy to see how the pro- 
tection afforded public utility companies by the courts in the 
matter of rates and valuations gave rise to other problems of 
regulation that called for a widening of the commissions’ powers 
to include more than rate-making activities. It |s true that 
neither the courts nor the commissions have ever stood ready to 
sanction unreasonably high rates, even though such rates might 
be necessary to give a fair return on property investment. Nev- 
ertheless, in view of the accepted idea that a reasonable return 
should be allowed, where possible, it appeared logical to give the 
commission power to authorize extensions to existing plants, to 
determine whether a new plant should be permitted to enter the 
field, to regulate security issues, and to approve consolidations 
and mergers. In other words, since a company must be per- 
mitted, where reasonably possible, to earn a fair return once it is 
in the field, why should not the commission be permitted to 


In the 1930’s: 

An electric company was allowed a 6% per cent return on present fair value de- 
voted to the public service. PubUc Service Commission v. Kansas City Power 
& Light Co. 30 P. U. E. (N. S.) 193 (1939). 

A 6 per cent return was held not confiscatory for an electric utility. Driscoll 
V. Edison Light & Pr. Co. 307 U. S. 104. P. U R. (N. S.) 65 (1939). 

A 6 per cent return was found reasonable for a natural gas utility in Texas. 
129 S. W. (2d) 1164. P. U. E. (N. S.) 263 (1939). 

A 5% per cent return was held reasonable for an eleoti-jc and steam utility in a 
metropolitan noncompetitive situation in Michigan. Re Detroit Edison Co. 16 
P. U. R. (N. S.) 9 (1936). 

A return of 7 per cent was deemed reasonable for a Florida electric utility even 
though 10 per cent had been fixed in franchise. Florida Power & Light v. Miami. 
26 P. IJ. R. (N. S.) 321, 98E (2d) 180 (1938). 

An Illinois court held that a fair rate of return for the years 1923-1927 was 7.6 
per cent; for the years 1928, 1929, and 1930, 7 per cent; for 1931, 6.6 per cent; and 
for 1932 5.5 per cent. Rlinois Bell Telephone v, Gilbert, 3 F Supp. 595, P. U. R. 
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determine, before any investment is allowed at aU, whether there 
is sufficient need for its services at fair rates to assure a fair re- 
turn? The same argument applies to extensions of present 
plants. Since they are obliged to permit a fair return, should 
not the commissions have power to regulate the issue of securi- 
ties which are to be sold to the public and for which the tDublic 
looks to the commission for adequate earnings? Since earnings 
may be accurately or inaccurately stated according to the meth- 
ods of accounting employed, in many cases the commissions are 
given power to prescribe the methods by which accounts shall 
be kept. On the basis of this reasoning, therefore, a gradual 
extension of the powers of utility commissions has taken place 
over the entire field of public control. The status of the com- 
mission control as it is now customarily exercised will be con- 
sidered briefly. 

General discussion of powers of commissions. Regulation of 
local utilities is distinctly a state, not a Federal, function. Ac- 
cordingly, one expects to find a wide variation in the powers 
granted in the different states.^'* While practically all state com- 
missions are granted authority over rates, and many states are 
also given the power to determine valuation for rate-making 
purposes, only twenty-four commissions have authority in all 
four of the closely related matters; namely, valuation, rates, serv- 
ice, and capitalization. It is further observed that, while nearly 
all of the states do, or may, require privately-owned properties 
to make reports of financial operations, only a very few publish 
these reports. In connection with rates, proceedings may Usu- 
ally be initiated upon petition of customers or utilities, and some- 
times upon the commission’s own motion. The commission’s 
function is to conduct hearings and, after considering all the 
facts, to grant rates that are reasonable to the public and allow 
a fair return on the fair value of the property owned by the utility 
and used in the public interest. The question of fair value is 
closely connected with that of rate structures, and today rate 
cases generally involve questions of valuation that are considered 
simultaneously. 

Another important function usually performed by the com- 


“In recognition of the desirability of improvement and uniformity, a Uniform 
Pubhc Utilities Act has been aiiproved and promulgated by the National Con- 
ference of Commissioners on Uniform State Laws The act is the joint product 
of the National Association of Railroad and Utilities Commissions and the Pubhc 
Utility Law Section of the Aracric.in Bar As.sociafion. 
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mission is that of prescribing and enforcing proper standards of 
service. Thus, for electric railway companies, commissions are 
given the power to prescribe the frequency of car service, the 
number of seats per car, braking and other safety equipment to 
be installed, conditions of operation, and so forth. For electric 
and gas companies, the service, such as voltage regulation, the 
B.T.U. content of gas, and proper tests for meters, is regulated. 
Some commissions prepare and pubhsh elaborate rules and regu- 
lations, regarding not only the preceding matters, but also the 
standards and character of property construction, the adjustment 
of interference problems in connection with high-tension trans- 
mission lines, specifications for grade crossings, and other matters 
that are related to efficient and continuous service. 

As commission control has been extended to cover matters of 
rates and valuation, it has been found necessary to include, under 
regulatory functions, the control of accounting methods. Ac- 
cordingly, many commissions are empowered to establish stand- 
ard accounting systems for all utilities under their control. The 
purpose of this standardization is to secure uniformity in the 
annual reports made by utilities to the commissions. Without 
such standardization accurate comparisons over a period of years 
would be impossible. Furthermore, the use of standard systems 
of accounts prevents misrepresentation through manipulation of 
the accounting for reserves, depreciation, retirements, and addi- 
tions and betterments. In some cases commissions are empow- 
ered not only to establish standard accounting systems, but also 
to prohibit the maintenance of any other systems of account or 
memoranda. This power is expressly granted to the Interstate 
Commerce Coimnission. 

There are about thirty-two commissions having specific juris- 
diction over the capitalization of utilities. When a utility com- 
pany wishes to issue long-term securities, it is required to file 
with the commission a statement of the character and amount 
of the issue, the purposes for which the proceeds are to be used, 
available income, data relative to present capitalization, values, 
and so on. The approval of the commission is then required 
before the securities can be sold. 

While the legal theory is that a fair rate is one which will allow 
the utility company to earn a fair return on its operating utility 
property, there is no guaranty that such a return will be earned, 
or that the promised interest or dividend rate will be earned on 
any given issue of bonds or stock. Nevertheless, regulatory 
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commissions often feel a certain responsibility toward the secu- 
rity holders in companies over which they have regulatory pow- 
ers. It is a logical extension of power, therefore, to include 
control over the matter of security issues. When the commission 
is empowered to pass on or to approve a given security issue, it 
is then in a position to check the purposes for which it is to be 
used, the amount of the proposed issue with respect to present 
earnings and assets, the probable need for the extensions that 
are to be financed out of the proceeds of such issues, and so on. 
Needless to say, the commission is not likely to assent to securi- 
ties issued against inflated values or for the erection of extensions 
that are likely to be unprofitable. Furthermore, inflation, stock 
watering, and security jobbing are minimized when the commis- 
sion has control over these matters. 

Closely allied with jurisdiction over new capital issues is the 
power frequently given to commissions in regard to extensions 
of public utility property. Extensions to existing property are 
often made by companies as a matter of routine. In other cases, 
however, the expenditure of large sums of money is required, with 
the promise of little revenue. If it appears that this situation 
is temporary, and immediate losses are small in respect to total 
revenues, no important questions arise. If, however, extensions 
are likely to remain unprofitable for a substantial period of time' 
and to impose a burden on the entire system, thus necessitating; 
higher rates, it is the function of the commission to determine 
the wisdom of such a program. 

The utility commissions in about thirty-one states are au- 
thorized to regulate the extent to which competition among all 
or certain specified utilities will be permitted. It is customary 
to require the utility company, before it can undertake opera- 
tions within the state, to apply to the commission for a certifi- 
cate of convenience and necessity. If no other similar utility is 
already operating within the region to be served, and if the ap- 
plying company offers promise of successful operation, the cer- 
tificate is granted. However, if the territory is already ade- 
quately served by an existing company, in a manner reasonably 
satisfactory, and at reasonable rates, usually the petition is de- 
nied. Here legal sanction is given to the economic law, already 
discussed, that utilities are natural monopolies. Under normal 
conditions one company can serve the community better and 
more economically than can several, provided that intelligent 
control prevents the company from charging unreasonable rates 



ary Chart Showing Jurisdiction of State Commissions over Public Utilities. 
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or from rendering inadequate service by virtue of its monopoly. 
This general principle was violated, however, by the New Deal 
policies of the Federal Government, which tendered low-cost 
loans to municipalities in order that they might establish com- 
peting plants without subjecting the questions of the fairness of 
existing rates or the adequacy of existing private plants to the 
study of either regulatory commissions or judicial review. 

Figure 14 (pages 376-377) shows, in a general way, the scope 
of commission jurisdiction in the states at the present time.^^ 
It is interesting to note at this point that, while commissions 
have been given broad regulatory powers in respect to utilities, 
they have not been delegated managerial powers. That this dis- 
tinction be maintained is important. If regulated utilities are 
to grow and to continue to meet the demands for their service, 
they must be made to retain full responsibilities for such service. 
A division of responsibilities between commission and company 
would be fatal. In fact, various courts, even the Supreme Court 
of the United States, have held that commissions cannot lawfully 
assume managerial functions and responsibilities that inhere in 
private ownership and operation.^® 

Significance of regulation to investor. The significance of 
this situation to the investor in public utility securities inay now 
be more fully explained. In the first place, it is evident that 
public utility enterprises occupy a position of unique importance 
in economic life. They supply basic necessities, usually under 
monopolistic conditions. Frequently the monopoly they enjoy 
is the result of a direct grant of the legislature. On the other 
hand, they are subject to public control, which limits the return 
they may earn. Yet, there is an implied contract with the public 
that charges will be authorized to permit a fair return on the 
fair value of property used for public service. Consequently, 
the investor expects, and gerierally finds, that the earnings of 
utility companies, while steady, are limited. There is a reason- 
able assurance that a fair return wiU be earned on securities out- 


■‘“I’rora Bonbright JJtilUy Regulation Chart, revision of 1040 by Moody’s Man- 
ual oj Investments: Pvbhc Utility Securities (New York; Moody’s Investors 
Service, 1940), pp. a80-a83. For data on other points see latter reference. 

“So far as appeal's, plaintiff in error’s board of directors has exercised a proper 
discretion about this matter requiring business judgment. It must never be for- 
gotten that, while the stale may regulate with a’view to enforcing reasonable rates 
and charges, it is not the owner of the property of public utility companies and 
is not clothed with the general power of management incident to ownership.” Re 
Southwestern Bell Telephone Co., 262 U. S. 276, P, U, R, 1923-C, 193, 200, 
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standing, in so far as there is no overcapitalization. On the 
other hand, the investor no longer looks to the securities of public 
utility operating companies for the large speculative profits that 
occasionally come from commitments in industrial securities. 

Furthermore, the extension of the powers of public utility com- 
missions to cover such matters as the right of new companies to 
enter the field, the issuance of new securities, extensions to ex- 
isting properties, and accounting afford the investor in public 
utilities a certain amount of protection not found among indus- 
trial securities. Where the utility is located in a state with in- 
telligent commission regulation, there is at least a presumption 
in fgvor of the soundness of its underlying securities, bonds, and 
preferred stocks that may even be extended to the common stock 
of the company. 

Property values and earnings in relation to values. When 
appraisals of the assets of a public utility have been made and 
have been accepted as the valuation, or rate, base by the regulat- 
ing commission, they afford the investor a fairly good check on 
the book value of the assets, as well as on the real value of the 
stocks and bonds that the company has outstanding. Where 
such appraisals indicate that primary emphasis is laid upon cur- 
rent reproduction value rather than upon original cost, the 
dangers of a falling price level should be remembered. The 
question of property values is of far greater importance for pub- 
lic utilities than for industrials. In the latter case, security 
values depend largely on earning power, which results from 
charges regulated by competition only. The real worthy of an 
industrial plant is determined by what it can earn year in and 
year out. The extent of physical assets may occasionally pre- 
vent the value of its securities from going below certain levels, 
but the dearth of extensive physical assets will not_ prevent its 
common stock from rising to high levels, where earnings so war- 
rant. On the other hand, in view of the close relationship be- 
tween the earnings and asset values of public utilities, a relation- 
ship reinforced by legislative and judicial control, it is apparent 
that the market value of securities outstanding should bear some 
relation to the fair value of the actual property owned. 

Guaranty of fair return. Regulation, however favorable to 
the utility, in no wise affords a guaranty that a fair return will 
be earned by any given company on its property investment. 
The existence of regulation does not serve to abolish all economic 
hazards. Even though a given enterprise is protected from the 
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competition of like concerns, there still exists the constant possi- 
bility of competition from the use of substitutes. The best 
recent example of such competition is found in the increased use 
of automobiles, taxis, and buses at the expense of electric street 
and interurban railway systems. Other forms of competition by 
substitution can readily be recalled. The development of elec- 
tricity, as a means of lighting, at one time threatened the gas 
industry, although the latter has developed sufl&cient new busi- 
ness ,in industrial -and domestic heating fields to offset the in- 
creased use of electricity in the lighting field. 

Economic hazards in utility operation. Further hazards to 
which utility companies are subjected are economic in nature. 
Rising production costs require increased rates. Yet, increased 
rates may discourage consumption to such an extent that operat- 
ing revenues will remain constant or even decline. On the other 
hand, public utility enterprises operate under the law of increas- 
ing returns, so that expenses cannot be reduced readily as busi- 
ness declines. Net earnings, therefore, are not always controlled 
through the rates allowed. Another factor that may reduce 
earnings is a decline in the population of a community. Conse- 
quently, it is very necessary that the investor be familiar in a 
broad way with conditions in the territory in which he invests 
his funds. 

Regulation as an investment factor. The regulation to which 
public utilities are subjected may react unfavorably on the in- 
vestor. There is no doubt that the railroads of this country 
were treated unfairly by the Interstate Commerce Commission 
from 1910 to 1920. Rates were kept at relatively low levels 
despite rising costs. The same situation occasionally has pre- 
vailed in respect to public utilities in certain states. One must 
always consider the possibility that regulatory bodies may lean 
in favor of the people from whom they derive their power rather 
than toward the companies they regulate. This tendency was 
less in evidence during the decade 1921 to 1930 than ever before. 
As the depression deepened in the succeeding years, pressure was 
brought to bear upon regulatory bodies to reduce rates in order 
that they might be “brought into line with other lowered prices” 
without too much regard for the general principle of “fair return” 
or the limitation upon the return of utilities in good times. It 
has been demonstrated that excessive or unfair regulation dis- 
courages the investment of capital and prevents the utility from 
rendering proper service. Commissions now recognize the ne- 
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cessity of fair treatment to all, and in most states a real effort is 
made to regulate in a manner that does full justice to all. The 
courts have likewise held to this view, with the result that the 
return allowed was formerly, at least in normal times, about 7 
or 8 per cent and more recently about 6 per cent. But when 
business conditions are subnormal, the investor will look into 
the possibilities of hostile regulation and the possible influence of 
Federal encouragement to municipal competition, especially in 
the areas in the vicinity of Federal water power projects. 

Economics of public utility operation: capitalization and out- 
put. A comparison of sales to total investment for manufactur- 
ing companies often shows that ratio running in the neighbor- 
hood of one. By contrastmg such a figure with those of typical 
utility companies, where the capitalization will normally range 
between four and five times its annual gross revenues, one is 
impressed with the heavy capital requirements of the utility in- 
dustry. Approximate estimates of the relation between capital 
invested and value of output for leading types of utility are as 
follows : 


DOLLARS OF CAPITAL INVESTED PER DOLLAR 
OF REVENUES 


Electric Light and Power 

Electric Railways 

Telephone (Bell System) . . 
Manufactured Gas 

t issl' 


ipgr me 

$4.73 $5.85 

5.90 8.96 

2.87 3.99 

4.52* 4.91 


m? 

$5.75 


The rise in the ratio between 1927 and 1932, shown in the 
preceding table, is due primarily to a marked reduction in the 
volume of business between 1930 and 1932 as a result of wide- 
spread depression. The relatively high average figures for the 
traction industry represent its depressed condition as a result of 
business lost to competing forms of personal transportation and 
consequent lack of full utilization of facilities. 

This situation is due partially to the fact that t^ical indus- 
trial companies constitute only one unit in the entire process of 
manufacture. Consider, in this respect, the various operations 
performed in the conversion of iron ore into a finished automo- 
bile. Similarly in the textile industry, the raw product often 
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other hand, the entire process is often consummated at one step. 
However, many gas companies have in recent years purchased 
from natural gas companies an increasing proportion of the gas 
they have sold. The cost of materials forms a much smaller 
proportion of total output in most public utility enterprises than 
in typical industrials. 

The load factor. There is still another reason, however, why 
the capital requirements of utihties are high in relation to output. 
This condition is due to the fact that, in the nature of the case, 
the plant and distribution facilities are not fully utilized at all 
times. The degree of capacity utilization is usually measured 
and expressed as the “load factor.” This term maj’’ be defined 
for a given station as the ratio of the average load to the peak 
load during the period — in other words, as the ratio of the aver- 
age rate of output during the year to the maximum demand at 
any instant or for some very short period of time during that 
year. 

The demand for the services of public utility companies varies 
widely, not only from season to season, but from day to day and 
from hour to hour.*^ Figure 15, showing the load curve of a 
power plant, is given in order to illustrate this point. The aver- 
age load of this station for the 24-hour period was 2,580 kilowatts, 
as, contrasted with a maximum load of 6,000 kilowatts. The 



" For further discussion and illustrations of the operation of the load factor in 
the several utility fields, see Dorau, H, B., Materials for the Study of Piihlio 
Utility Economics (New York: The Macmillan Co., 1930), pp. 208-226. 
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load factor is thus expressed as 43 per cent. There were times 
during the period when the actual load was below 1,500 kilo- 
watts, or less than 25 per cent. The curve covers a period of 
only one day. Thei’c would be further variations in the load 
factor for different days of the week and for different months of 
the year. The demand for current from electric light and power 
companies serving primarily domestic customers is much heavier 
during winter months than during summer months. 

The same general principle applies as well to other utilities. 
Street car companies must have sufficient equipment and operat- 
ing force to meet early-morning and late-afteruoon demands for 
service, although a substantial part of this equipment may be 
idle during the remainder of the day. Gas companies must be 
able to supply sufficient gas to meet household requirements at 
meal hours, although demand may be much lower at other times. 
Water companies are subject to even greater variations in de- 
mand, especially since they must provide for fire protection as 
well as for normal uses. 

Such variations in the demand for utihty services have a two- 
fold significance for the investor. In the first place they explain 
in part the apparently heavy capital requirements of such en- 
terprises. Furthermore, they furnish the investor with a partial 
guide to the earning capacity of a given company. Obviously 
the greater the maximum variations from the average output, the 
greater the capital investment necessary to deliver a given 
amount of service and the lower the rate of gross return, other 
things remaining equal. Conversely, the smaller the variation 
between average and maximum output, the more effective the 
employment of the investment in a given utility. 

Rate structures. Since the utility is hmited in the rate of re- 
turn it may earn, an ideal rate structure is one that enables the 
company to produce a maximum output and still earn that re- 
turn, In seeking this end, the utility company endeavors, among 
other things, to increase its load factor. At first glance it might 
appear that rates for service should be the same for all sionsumers. 
Such uniformity in rates, however, would be unfair as well as 
uneconomical. There is a wide difference in the production cost 
of the various units sold, depending on the quantity sold to a 
given customer, the regularity or continuity of service, the time 
at which the service is required, and so on. 

In considering first the problem of rates in the electric light 
and power industry, let us refer briefly to Figure 16, This chart 
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shows that the load on the station there referred to, between the 
hours of 11.30 a.m. and 1.30 p.m., was only about 23 per cent of its 
maximum capacity. In fact, between 12.01 a.m. and 5.30 p.m., 
this plant had a substantial amount of excess capacity. In order 
to increase the use of current during these hours, the manage- 
ment would be justified in selling current at a substantially lower 
rate than during the hours 6.00 p.m. to 11.30 p.m. In fact, it 
would be possible substantially to ignore capital costs in devising 
rates to stimulate the use of power during certain hours of the 
day, so long as so-called increment, or out-of-pocket expenses, 
were met and a profit was shown; that is, so long as the utility 
company has its investment built up to meet the peak load. The 
addition of customers whose use of current can be restricted defi- 
nitely to certain hours will require no additional capital invest- 
ment. On the other hand, customers who make further demands 
on the capital facilities of the company, because of the nature of 
their business, should be charged a higher rate. 

Looking at the problem in another way, one observes that 
a consumer having a 40-horsepower motor in use two hours 
per day uses as much power as another consumer with a 10- 
horsepower motor that is used eight hours a day. Yet it takes 
four times as much capital to supply the first user as the second, 
a fact that should be taken into account when rate structures 
are established. A proper structure will account for the fixed 
charges required to furnish a given service as well as for the 
operating expenses which vary in proportion to the time during 
which the power is used. 

A given rate structure, then, may or may not adhere strictly 
to the usual cost-of-service idea, which regards all units of a 
uniform product as of equal cost. Adjustments in power rates 
must be made to meet competing sources of power. Since 
motors used by manufacturers are operated for the most part 
during the 'daytime, when a large percentage of the utility’s 
generating capacity is idle, power rates are generally lower than 
lighting »ates. Power rates may vary further for different 
concerns, depending on continuity of use, time of maximum load, 
and the rate that can be put into effect without causing the use 
of competing sources of power.^® , 

It must also be kept in mind that the demands of customers are diverse, and 
that their maximum instantaneous demands do not coincide. This is a determin- 
ing factor in the adjustment of plant capacity to meet demand. This diversity is 
often expressed and measured by what is called the diversity factor. If a group 
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Although there are several different types of industrial power 
rate structures in use, the following method of constructing 
charges is frequently used: a flat charge is first determined, based 
on the horsepower of connected load; the meter or service rates 
are then made up of a primary rate based upon one hour’s use per 
day of the load and a secondary and lower rate for each additional 
hour’s use of the load per day. 

Incandescent lighting and domestic rates are adjusted at a 
point that reflects the principle of joint-cost product pricing. 
The competition of alternatives is less felt here than in the case of 
power service, with the result that, in the past, domestic rates 
have often been so adjusted that the return therefrom, together 
with other revenues, constituted an adequate return on invested 
capital after payment of operating expenses. In recent years, 
however, the tendency has been to lower domestic rates in order 
to stimulate greater use of electric energy for household acces- 
sories, particularly those used during the day.^® 

In the gas industry somewhat similar problems arise, although 
the general practice here is much simpler than in the electric 
light and power field. Formerly gas was generally sold at a flat 
rate per thousand cubic feet used, regardless of the amount of 
the customer’s consumption, a practice which ignored the fact 
that the large customer might represent no greater investment 
in main, meter, and office overhead than the small one.*’^ Cur- 
rently, however, the tendency is toward a reduction in charges 
when gas is used in volume for heating. It is only by offering 
such an inducement that gas companies can stimulate extensive 
use of gas for this purpose. 

Telephone companies often charge flat rates for home tele- 
phones, although such a charge does not fuUy reflect the cost 
of service to the individual subscriber. Furthermore, telephone 
rates for residential subscribers are usually lower than rates for 

of concerns so operate that their maximum demands do not fall at the same time, 
the maximum station load i-esulting from such service will be less than the total 
of the maximum demands of individual customers. The diversity factor may be 
defined “as the ratio of the total of the maximum demands of individual custom- 
ers occui’i’ing at any time during a given period to the maximum station load re- 
sulting from such service at any time during the same period.” See Nash, L. R.. 
Economics 0 } Public Utilities (New York: McGraw-Hill Book Co., 2d ed„ 1931), 

p 268. 

^ See Cabot, Philip, “Studies in the Household Market for Electnc-ity." AmiaUsl, 
Nov. IS. 1927. p. 779. 

■‘■'Where the large consumer’s use involves a larger instantiineous demand, an 
additional investment in main is required 
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business telephones, even though the capital investment for the 
former service is usually greater. The reason for this anomaly 
is that the business telephone is a necessity and must be had 
regardless of cost. The residence telephone is not a necessity 
and its use is stimulated only by means of a low rale. Such a 
rate appears to follow the old principle of charging what the 
traffic will bear, but probably is justified by the greater use of 
the business telephone. An ideal rate structure would provide 
for a flat monthly rate to each customer plus a charge for service 
in proportion to the number of calls originated. The use of this 
system is now more common than it was formerly, when mechan- 
ical and accounting difficulties militated against its success. The 
system of toll rates and the use of prepayment telephones ap- 
proach the cost-of-service principle, although the practice of 
lowering the toll rate during evening hours to. stimulate the 
use of facilities after the time of peak load recognizes the prin- 
ciple that, so long as out-of-pocket expenses can be met and a 
slight profit shown during periods of limited use, it is better 
policy to stimulate demand than to allow facilities to remain 
idle. 

Rate making for electric railways has been subject to experi- 
mentation. Rising costs of operation, the increased use of auto- 
mobiles, and bus competition have created a real problem for 
such companies. In contrast to the European practice, where 
zone fares have been in general use, the American practice 
has been to 'charge a uniform fare for urban transportation re- 
gardless of distance. However, some attempts have been made 
to institute the zone system. In such cases the plan has been 
to narrow the urban area and to zone the surrounding area by 
belts, varying in width, at which points a supplementary fare is 
charged. Generally speaking, such attempts have not been 
successful. 

A somewhat different approach to the problem of assessing 
costs to users of service is found in the weekly pass or the nickel 
permit. In the former case a weekly pass is sold entitling the 
purchaser lo an unlimited number of rides during the week. 
Under the nickel permit plan the patron purchases a monthly 
permit which entitles him to an unlimited number of rides at 
five cents. Those who dp not hold such permits pay a higher 
cash fare. 

The problem of the electric railway has been made acute by 
the loss of traffic to the private automobile. Fare increases may 
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fail to increase revenues because they drive away business. The 
tendency has been for the motor bus to be substituted for the 
electric street and interurban railway because of lower capital 
costs and greater efficiency where traffic is light. 

Customer ownership of public utilities. The ownership of 
public utilities may rest in the municipality, in the hands of 
stockholders — some possibly absentees — or of the customers 
of the utility itself through extensive stock ownership. Munici- 
pal ownership of public utilities, while not uncommon in this 
country, is not the general rule.^'’ The important exception to 
this statement is the water works, which is frequently owned by 
the community served. 

There is considerable feeling in this country that municipal 
ownership of utilities, particularly electric light and power, gas, 
and electric railway enterprises, is likely to be uneconomical. 
The opportunity for mismanagement and waste is opened, and, 
there is little incentive for technical improvements. It is too 
easy, under public ownership, to cover up deficits, or to make 
them up from taxes. 

Where there is absentee ownership of a utility, the stock 
being held by so-called “banker,” or “Wall Street,” interests, 
there is always the possibility of misunderstanding and contro- 
versy. In the early history of public utility development, when 
investment values were not stabilized, it was natural that out- 
side, or business, capital should have been largely used. The 
customers of utilities financed in this manner suspected that 
exorbitant profits were going to unknown owners, and the 
groundwork was thus laid for unsatisfactory public relations. 

Customer ownership was first undertaken in a large way by 
light and power companies. In 1920 about $43,000,000 of the. 
securities of such companies were sold to customers. In 1925 
sales of securities to customers reached the peak figure of $298,- 
000,000. In the later years of the decade declines occurred, so 
that 1930 sales were about $135,000,000. It is estimated that 
over $1,900,000,000 worth of securities, one fifth of the total 


The city of Seattle has operated its lighting plant .since 1904. In 1919 it pur- 
chased the Seattle railway sj’-stpm. The major part of the present Detroit Electric 
railway system was purchased from private ownei-s in 1922. The city of Cleve- 
land operates a lighting plant svliich does about 13 per cent of the electric light 
and power business in Cleveland. The city of Los Angeles purchased, in 1922, 
the local distributing .syistem from the Soiiihern California Edison Company, 
which it operates in connection with a municipally owned hydroelectric plant. 
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investment in the industry, were sold to customers and employees 
during the decade 1921 to 1930.*® 

Local ownership tends not only to strengthen the financial 
position of a utility company, but also to lessen the risk of undue 
lowering of revenues by regulatory authorities. A further ad- 
vantage accrues from the fact that a continuous market for new 
securities of the company is afforded. Sales of utility securities, 
chiefly preferred stock, to consumers have generally been con- 
ducted by the companies themselves with the aid of employees. 
The expenses of such sales frequently amount to less than 
bankers’ commissions. The investment banking interests, how- 
ever, favor such a movement, for it not only has the direct effect 
of stabilizing the market for public utility securities in general, 
but it is helpful to all the securities of the local company. 

Tests of utility development: capital costs. As previously 
suggested, the ratio of the cost of public utility properties to 
operating revenues generally ranges between 4 to 1 and 6 to 1. 
Such measures of cost, however, lack dependability because of 
wide variations in rates and the development of business in 
different areas. More accurate measures of cost may be ob- 
tained by reference to the standard units of operation for dif- 
ferent utilities. For electric railways, the mile of track is a unit; 
for electric companies, the power station kilowatt capacity; 
while for the gas company the unit of measurement is the plant 
capacity, or annual product. ' 

Even with these measures it is dangerous to generalize regard- 
ing the capital costs that should apply at any time to different 
companies. Not only are such costs affected by changes in the 
price level, but conditions vary widely in different localities; 
customer density, physical characteristics, industrial develop- 
ment, and wealth, all have their effect on the capital cost of 
erecting a utility plant. With these difficulties in mind, we sug- 
gest the following figures for what they are worth. The present 
cost of urban steam electric power properties will normally range 
between $250 and $450 per kilowatt of station capacity. The 
cost of constructing urban electric railway properties will nor- 
mally vary between 160,000 and $140,000 per mile of operated 
track, while in the gas industry the cost of plant will range be- 
tween $4 and $6 per thousand cubic feet of annual sales. 

Adequacy of facilities and extent of use. The investor is in- 


Electrical World, January 3, 1931, p, 73. 
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terested not only in the capital costs of a particular utility, but 
also in the ability of the company to furnish adequate service 
to the community and in the extent to which the company's 
facilities are being used. The best measure of the facilities of 
an electric light and power company is its power station capacity 
per 1,000 of population served. Granted that territorial require- 
ments vary widely, the normal range of power station installed 
capacity should run between 200 and 400 kilowatts per 1,000 
inhabitants.®'’ The availability of electric service is measured by 
the ratio of meters to population. This ratio normally will fall 
between 18 and 25 meters per 100 of population served, with a 
tendency for the figure to run toward the higher amount.®^ 

The best index of the extent to which an electric plant is used 
is found in the kilowatt hours generated per annum per capita. 
This ratio will vary, depending on the extent of industrial 
development, the rates in effect, and other factors; in the average 
community it will run between 400 and 700. Power actually 
sold will average from 10 to 20 per cent below this figure. The 
preceding index may be supplemented by a study of the kilowatt 
hours generated per annum of kilowatt station capacity. In this 
way a check is made on the plant’s load factor. A normal plant 
will produce between 2,000 and 3,500 kilowatt hours per kilowatt 
of station capacity, although some companies run to 5,000 or 
higher. While in well-developed systems the actual factor will 
run as high as 40 to 50 per cent, or occasionally higher, it is more 
likely to fall between 30 and 40 per cent if large industrial use 
is lacking.®^ 

A similar series of tests may be made in respect to urban rail- 
way systems. The customary measure of railway service is the 
annual car miles of operation per capita. The figures will or- 
dinarily lie in the range between 25 and 50 per unit of population. 
The amount will run highest in the larger, congested metropoli- 
tan areas. In small cities where the automobile parking problem 
is less acute, the figure will be lower. The amount of track 
mileage may be expressed in miles of track per 100,000 of popula- 
tion. The ratio will ordinarily fall between 40 and 70 miles. 
The utilization of this trackage may be studied in terms of cars 
operated per mile of track, or better still, the number of car 

‘"Nash, L. R., Economics of Public Utilities (New York: McGraw-Hill Book 
Co., 2d ed., 1931), p. 346. 
p. 347. 

’'‘Ibid., pp. 348-349. 
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miles per mile of track. The latter measure reaches 100,000 in 
some large cities ; has even been double that figure for the surface 
lines in New York City; and it may fall to about 25,000 in the 
smaller cities.’’’'^ 

The customary test by which the patronage of an electric 
railway is measured is the revenue rides per annum per capita. 
The riding habit, as this ratio is called, will range somewhat less 
than 100 in cities of less than 50,000 of population to over 250 
in the larger cities.®* The variation is great even among cities 
of similar size. 

The development of facilities by a gas company is commonly 
measured by determining the number of miles of main per unit 
of population served, usually in terms of 1,000 of population. 
Granted that the conditions Wnd in different communities vary 
widely, the normal range may be said to fall between 1.5 and 2 
miles per 1,000 of population. In large cities it is often necessary 
to convert the actual mains into the equivalent of 3-inch main 
for comparison. The number of meters per 100 of population, 
indicating the service development, will usually lie between 15 
and 26, while the normal range of gas consumed will lie between 
5,000 and 9,000 feet per capita.®® 

Holding company control. Most readers are undoubtedly 
familiar with the consolidation movement that took place among 
American railways between 1890 and 1910, through which many 
of the smaller independent roads were grouped into large sys- 
tems. A similar type of consolidation has taken place in the 
utilities field in the more recent past. As a result, there are 
today relatively few large holding companies, often with subhold- 
ing companies, which control a very large part of the operating 
companies. This movement has, perhaps, been most pronounced 
in the electric light and power field. Even the United Gas 
Improvement Company, originally formed to control independ- 
ent gas companies, and the American Water Works & Electric 
Company, which controls one of the largest groups of water 
companies in the United States, now receive the larger part of 
their revenues from the electricity business. Many of the large 
holding companies, which have had for the most part electric 


p. 346. 

“ There is a distinct tendency for the riding habit to increase with population, 
in large cities, approaching the expression C'P”, where C js a constant for a given 
cilv and P its population. Ibid., p. 348, 

=■' Jhid., pp. 346-349, 
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light and power subsidiaries, also control local traction and gas 
companies. 

Some idea of the extent to which the holding company has 
been utilized in the public utility field may be obtained from 
the following brief descriptions of some of the largest gas and 
electric holding company systems in the United States.'’’'’’ An 
idea of the relative sizes of these systems can be most readily 
gained from the table of gross assets and revenues which follows : 

GROSS ASSETS AND REVENUES OF LEADING ELECTRIC AND GAS 
UTILITY HOLDING COMPANY SYSTEMS 

(Millions of Dollars) 

IDSO 19S9 

AkspU Rcverwi'K Aasris Revenues 

United Corporation Group 


Commonwealth & Southern Corp. . 

. 1,163 

138 

1,143 

115 

Niagara Pludson Power Corp 

. . 784 

79 

622 

85 

United Ga.^ Improvemont Co. 

. 827 

108 

838 

112 

Public Service Corp. of N. J 

. 701 

138 

699 

134 

Columbia Gas & Eleotrio Corp.. 

. 716 

90 

682 

100 

Total 

.. 4,191 

559 

3,984 

646 

Electric Bond and Share Group 

American & Foreign Power Co., Inc. 

987 

79 

750 

69 

American Gas & Electric Co 

. 483 

09 

539 

78 

American Power & Light Co 

. . 801 

87 

831 

101 

Eleotrio Power and Light Corp 

. 840 

75 

723 

108 

National Power and Light Co 

,, 575 

80 

&43 

78 

Total 

.. 3,686 

390 

3,392 

424 

Associated Gas & Electric Co.. . 

. 922 

84 

1,040 

129 

North American Co 

. 841 

134 

940 


Standard Gas & Electric Co.J 

. 1,205 

172 

766 

93 


. 574 

88 

587 

91 


.. 1,190-* 

154 

448 

64 

Cities Service Power & Light Co. . . . 

337 

60 

416 

62 


.. 422 

54 

406 


Engineers Public Service Co 

,. 350 

53 

369 

54 

Grand Totals ■ 

i Deep Rock Oil Corp and minor subsidiaries 
t Prior to 1935 reorganization, Middle West X 
^ Gross securities outstandiuis. Consolidated 

. . 13,724 

excluded ih 
tilitiea Co. 
balance shee 

1,738 

1930. 

t not publM 

12,348 

led. 

1,639 

The United Corporation Group."' 

This is 

not a single hold- 

ing company system but a group of holding companies m 

which 

For a graphic chart of these intercompany relationships, see Moody’s 

Manual 

of Invostmenis; Public Vtilily Securities (New York: Moody’s Investors 
1937), opposite p. a41. 

"The data presented in the following discussion are for 1939. 

Service, 
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the United Corporation holds substantial minority interests. 
The percentage of voting power held at the end of 1939 is in- 
dicated in parentheses after each company’s name in the follow- 
ing brief description. This “investment company,” chartered 
in 1929, was sponsored by J. P. Morgan & Company, Drexel & 
Company, and Bonbright & Company, for which reason it is 
sometimes called the Morgan Group. It has filed a plan with 
the Securities and Exchange Commission whereby it proposes 
to gain exemption from holding company status by reducing its 
investments to less than 10 per cent voting interest in present 
statutory subsidiaries. 

Commonwealth & Southern Corporation (5 per cent) has 
greatly simplified its capital structure, so that ten subsidiaries 
form the bulk of its holdings, five in the South representing an 
integrated system covering Mississippi, Alabama, Georgia, and 
South Carolina, and five in the North, which are more profitable 
but scattered properties in Michigan, Pennsylvania, Ohio, In- 
diana, and Illinois. 

Niagara Hudson Power Corporation (23 per cent), the largest 
distributor of electrical energy in the world, has been undergoing 
a continuous process of integration and corporate simplification, 
until it now has five principal operating subsidiaries, which con- 
trol operations throughout most of the state of New York outside 
the New York City metropolitan area. 

United Gas Improvement Company (26 per cent) controls 15 
subsidiaries which, in turn, control about 31 companies. Its 
territory is largely concentrated in southeastern Pennsylvania 
and adjoining sections of Delaware and Maryland. Another 
important division is located in Connecticut; and there are a 
few scattered properties of minor importance. This company, 
familiarly known as U G I, is one of the holding companies 
which have substantial investments in a number of utilities not 
classed as subsidiaries. In spite of its name, which indicates 
its original character, it is primarily interested in electric opera- 
tions. About 77 per cent of gross revenues are from electricity, 
17 per cent from gas, and 6 per cent from traction and miscel- 
laneous. 

Public Service Corporation of New Jersey (14 per cent), 
through its two more important operating subsidiaries, serves 
most of the population of New Jersey with a variety of utility 
services, but chiefly electricity. A number of its properties are 
leased from other companies. 
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Columbia Gas & Electric Corporation (19 per cent) has 7 
main operating divisions. Six are grouped around the cities of 
Cincinnati, Columbus, and Dayton, Ohio; Charleston. West 
Virginia; Pittsburgh, Pennsylvania; and Binghamton, New 
York. The seventh, the Seaboard Division, is a natural gas 
transmission system from the fields in West Virginia and Ken- 
tucky to the Atlantic seaboard states. 

Electric Bond and Share Group. The corporation of this 
name was formed in 1905 and used as the medium through 
which General Electric interests controlled and aided in financ- 
ing a large number of important properties. In 1924 General 
Electric divorced itself from the Electric Bond and Share Com- 
pany. ^ The percentage of voting power, noted after each of the 
following titles, runs somewhat higher than the holdings of the 
younger United Corporation. 

American and Foreipi Power Company, Inc., (42 per cent) 
controls utility properties in Cuba, Mexico, Panama, Guatemala, 
Costa Rica, Brazil, Chile, Argentina, Colombia, Venezuela, Ecua- 
dor, India, and the International Settlement in Shanghai, China. 
Of total operating revenues in 1939, 84 per cent were from elec- 
tricity, 12 per cent from transportation, and the balance from 
gas, telephone, water, and ice. 

American Gas and Electric Company (17 per cent) controls 
10 operating companies, which operate in 1,654 communities 
located in nine states: New Jersey, Pennsylvania, Ohio, Indiana, 
Michigan, Virginia, West Virginia, Kentucky, and Tennessee. 

American Power and Light Company. (21 per cent), with 14 
principal subsidiaries, operates in 14 states: Wisconsm, Minne- 
sota, Iowa, Kansas, Missouri, Nebraska, Texas. Arizona, New 
Mexico, Montana, Idaho, Washington, Oregon, and Florida. In 
1939 about 86 per cent of revenues were from electricit 3 ^ 8 per 
cent from gas, and the remainder from miscellaneous utility 
services. 

Electric Power and Light Corporation (47 per cent) operates 
through 9 chief operating companies in 12 states: Florida, Ala- 
bama, Mississippi, Louisiana, Texas, Arkansas, Colorado, Utah, 
Nevada, Wyoming, Oregon, and Idaho. 

'National Power and Light Company (47 per cent), through 5 
principal operating subsidiaries, serves communities in 5 states: 
Alabama, the Carolinas, Pennsylvania, and Texas. 

Associated Gas and Electric Company operates a large system 
of unconnected subsidiaries, most of which are located in the 
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eastern states from New York to Florida. This far-flung system 
with its great variety of securities has an unusually complex 
capital structure. Nom' in bankruptcy, it is peculiarly vulner- 
able under the provisions of the Public Holding Company Act. 

North American Company has four groups of operating sub- 
sidiaries, three of which supply large and industrially diversified 
areas centering in St. Louis, Milwaukee, and Cleveland, and the 
fourth in industrial and agricultural areas in Kansas and Mis- 
souri. Substantial and generally profitable minority interests 
are held in a number of other companies, notably Detroit Edison 
and Pacific Gas & Electric. 

Standard Gas <h Electric Company operates in widely separated 
areas in some 19 states and Mexico. In 1939, 79 per cent of 
gross revenues were from electricity and 19 per cent from gas. 

United Light & Power Company through its subsidiary hold- 
ing and operating companies does business in 13 states. About 
46 per cent of gross revenues are from electricity, 46 per cent 
from gas and by-products, and 8 per cent from traction and 
miscellaneous utility operations. 

Middle West Corporation is the reorganized successor of Mid- 
dle West Utilities Company, the former huge Insull holding 
company. Subsidiaries' (50 per cent voting power basis) serve 
1,752 communities in 16 states. Most of the areas served are 
rural, no important metropolitan centers being served. The 
present company is engaged in financial simplification of its 
system. 

Cities Service Power & Light Company operates scattered elec- 
tric and gas utilities in 14 states and Canada. In 1939, Cities 
Service Company, which owns a controlling interest, divested 
itself of control by transferring its holdings to be voted by in- 
dependent trustees, but it still retains its beneficial interest. 

Ameiican Water Works & Electric Company was originally 
interested in water supply and land promotion and still controls 
one of the largest groups of privately owned water works in the 
country. However, it now derives about 68 per cent of its oper- 
ating revenues from electricity as against 25 per cent from water 
and seven per cent from other sources. Electric properties are 
largely concentrated in southwestern Pennsylvania and northern 
West Virginia, while its water works supply communities in 21 
states and Cuba. Increasing emphasis on electricity is due 
partly to thc! tendency for municipalities to purchase the local 
water works, 
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Engineers Public Service Company serves a number of widely 
separated areas in eleven states. Electric revenues comprise 82 
per cent, transportation 14 per cent, and gas and miscellaneous 
4 per cent of gross revenues. Its chief subsidiaries are the Puget 
Sound Power & Light Company, the Virginia Electric & Power 
Company, and the Gulf States Utilities Company operating in 
Texas and Louisiana. 

These interests of the various holding companies where scat- 
tered may be greatly altered by the enforcement of the provision 
in the Public Utility Holding Company Act of 1935 that requires 
the disposal of properties that do not form a single integrated 
operating system. The United Gas Improvement Company has 
since the end of 1939 arranged to sell its holdings of Connecticut 
Light and Power Company stock. The subject is discussed 
further in the next chapter. 

Economy of operation through holding companies. There 
are many logical grounds for the preceding development. In 
the first place, economies in operation have been made possible. 
The central organization, or parent company, has been able, by 
virtue of the size of its investment, to employ skilled engineers 
and to centralize the management of subsidiaries in such a way 
as to lower overhead expenses. Furthermore, the various in- 
dependent power units have been linked together in superpower 
systems. This interconnection has made possible the produd- 
tion of power at the most economic points and its distribution 
over wide areas, including large industrial centers. A further 
advantage has been a more economical utilization of plant. By 
securing a distribution of consuming areas, it has been possible 
to keep the plant operating at high capacity a greater number 
of hours of the day than does a local plant supplying a local com- 
munity. An electric generating unit must stand ready to meet 
the “peak of the load.” The holding company, by serving indus- 
trial areas and rural communities with the same generating 
equipment and by combining electric railway service with electric 
power service, is able to get a more uniform consumption of power 
throughout the day and hence to increase its “load factor.” 
Furthermore, by combining wide areas through so-called “super- 
power hookups,” the diversity factor is likewise increased. 

Banker control facilitated by holding companies. The hold- 
ing company device has also enabled the banker to control a 
large number of companies with a relatively small investment 
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of his own and to obtain on this investment a high percentage of 
return. Assume, for example, that there are four independent 
operating companies in a given area, each capitalized at $2,000,- 
000, represented by $1,000,000 in bonds and $1,000,000 in com- 
mon stock. The owner of $500,000 of the common stock of any 
of the independent companies, or 60 per cent thereof, would have 
effective control. A holding company is now formed with a 
capitalization of $2,000,000, of which $1,000,000 is nonvoting 
preferred stock, or bonds, and $1,000,000 is common stock. The 
preferred stock and 49 per cent of the common stock are sold to 
the public; the other 51 per cent is held by the banker, who, it 
may be assumed, puts hr $610,000 of his own money. The 
$2,000,000 so obtained is then used to acquire 60 per cent of the 
common stock of each independent company.®® This situation 
gives the holding company control of each of the operating com- 
panies with combined assets of $8,000,000. The banker, on the 
other hand, with 51 per cent of the common stock of the holding 
company, has control of it, and therefore controls the entire 
group of companies with only $610,000 cash investment. In 
practice, this method of control is carried even further, and the 
purchase of the stock of operating companies is frequently ob- 
tained by the sale of collateral trust, or debenture, bonds at 
fixed rates of interest, or of preferred stocks with limited divi- 
dend rates. Any balance of earnings over the bond interest 
dr preferred dividend requirements will accrue to the common 
stock equity of the holding company. 

There are, indeed, obvious dangers from overextension through 
the device of the holding company. In the first place, pyramid- 
ing may go on to a point where the controlling bankers have 
little or no investment of their own in the properties. This 
means that bonds and preferred stocks of the holding company 
are without any genuine protection of a supporting common 
stock equity. Such securities arc ordinarily classed as invest- 
ments, yet they are often so far removed from the actual operat- 
ing properties as to be highly speculative. The competitive 
extension of some holding companies has' resulted in the purchase 
of operating companies at high prices. Whether or not the 
economies of centralization can overcome the additional capital 


“No effort is made hero to adjust the prices of the various securities to a 
reasonable and practical situation, as the main purpose is to explain the use of 
holding companies in concentrating the control of a number of independent com- 
panies in the hands of an individual by means of a small investment. 
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costs incurred through such purchases, time alone will tell. In 
any event, marked caution towards holding company securities 
is indicated by: (1) the unusually rapid expansion of these' hold- 
ing companies in the decade ending in 1930; (2) some instances 
of financial troubles growing out of the susceptibility of highly 
pyramided capital structures to even a moderate earnings re- 
cession;®'* (3) the institution of regulation by the Securities and 
Exchange Commission ; and (4) threat of drastic reorganization 
under the Public Utility Holding Company Act of 1935, which 
limits the degree of pyramiding and the control of scattered non- 
integrated properties. 

Difficulty of analyzing holding companies. The holding com- 
pany also presents problems of analysis to the investor. Not 
only are the accounts of holding companies sometimes furnished 
in such a way as to cover up many of the, points necessary for 
accurate analysis, but even where full information is given it is 
often very complex. The larger companies furnish various serv- 
ices, such as electric light and power, electric railway transporta- 
tion, gas, and water. Operations are also carried on over wide 
and diversified areas that are subject to territorial variations and 
different population densities. The profits of the holding com- 
pany are primarily derived from dividends received from partici- 
pation in subsidiary earnings and occasionally from the pur- 
chase and sale of securities. It is necessary in analyzing the 
position of holding company securities to study the individual 
subsidiaries and the prospects of income from each. Earnings 
for the holding company as reported in the consolidated income 
account may be unavailable for dividends because of arrearages 
on subsidiary preferred stocks, or dividends may be collected 
from a few profitable subsidiaries when the consolidated report 
shows no net income available. 

Position of public utilities as investments. Despite the ob- 
jections that may be raised against holding company issues, 
public utility securities as a class must be accorded high stand- 
ing. There are exceptions, to be sure, notably in the electric 
railway industry; but on the whole, the record of public utilities 
has been most favorable. 


'"’For oritioal studies of the holding company see Bonbright, James G., and 
Means, Gardner C,, The Holding Company, Its Public Significance and Its Regu- 
lation (New York; McGraw-Hill Book Co., 1932) ; and Waterman, M. H„ Finan- 
cial Policies of Public Utility Holding Companies (Ann Arbor: Bureau of Business 
Eesearch, University of Michigan, 1932). 
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The stability of utility investments arises partly from the 
nature of the industry and partly from the existence of public 
control. The fact that utilities frequently operate under monop- 
oly conditions eliminates many of the hazards of competition 
which encompass the ordinary industrial. Furthermore, utilities 
operate with a minimum of investment in inventories, a fact that 
enables them to escape the dangers of inventory fluctuation. 
The credit risk, with the somewhat analogous danger of order 
cancellation, is lacking in the public industry, a further reason 
for stability in earning power. Consumers are either required 
to pay cash, as in the case of electric railways, or else are rendered 
monthly statements that must be paid promptly; otherwise serv- 
ice will be discontinued. Finally, the necessity of the service 
which they render enables utilities to gauge demand over a 
period of years and fo plan extensions in an intelligent manner. 

In view of the stability of high-grade public utility operating 
company securities as investments, it is but natural that the 
bonds of such utility companies should in recent years have 
become legal as investments for life insurance companies, sav- 
ings banks, and trust companies. As early as 1916 the Invest- 
ment Bankers Association actively sponsored a uniform savings 
bank law designed to legalize investments in public utility 
bonds.™ In 1932^about seventeen states — including New York, 
Massachusetts, Connecticut, and New Jersey — ^had so legalized 
public utility investments in one form or another. 

'^Bulletin Investment Bankers Association oj America, 1916, Vol, V, No, 2. 
It is interesting to note the prerequisites here proposed in. re,speot to the selection 
of legal public utility bonds. In substance these may be described as follows; 

1. It is assumed that gross property values will normally be between 4 and 5 
times gross' revenues. 

2. Net earnings should be 1% times charges. 

3. On this basis, if it is assumed that a normal operating ratio will be between 
50 and 60 per cent, charges should range between 23 and 30 per cent of gross, 

4. The company should have at least $500,000 of gross earnings, except tele- 
phone companies, which should have $1,600,000. 

6. Not more than 10 per cent of gross should be obtained from one customer. 

6. Franchises should be satisfactory. 

7. Investments should be limited to operating oompanio.s. 

8. Securities should be a direct lien upon property, except where collateral con- 
sists of an issue of first mortgage bonds. 

In more recent years, with a common investment standard for coverage of in- 
terest at 2 times, and operating ratios running normally between 60 and 70 per 
cent, charges would be expected not to exceed 20 to 16 per cent of gross revenues. 
Hydroelectric power companies, as described in the next chapter, have character- 
istically lower operating ratios and so would not conform to this relationship, 
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The yield on public utility bonds during the twenty years 
prior to 1928 averaged from 1 per cent to 1% per cent higher 
than the yield on high-grade municipal and railroad bonds. 
There was, however, a distinct tendency toward a decrease in 
this differential. The growing popularity of utility bonds as 
investments, the crystallization of ideas on commission control, 
and the growth in the number of states legalizing public utility 
bonds for trust funds and savings banks investments were re- 
sponsible for this tendency. During and since 1928, yields on 
public utilities and railroads have fluctuated to such a degree 
that first one group and then the other has been selling on the 
higher basis, while municipals have contmued to sell on a dis- 
tinctly lower basis than these other two classes. As a result of 
the relative stability of utility earnings during the trying period 
1930-1934, the yields of the best-grade utility bonds have since 
that time fallen to the level of the choicest liens in any corporate 
division, although remaining higher than the return on tax- 
exempt municipal issues. (See Figure 3, page 67.) 

While the discussion of specific kinds of utilities in the next 
two chapters will reveal what sharp distinctions exist among 
sub-types, an idea of their relative performance as compared 
with that of the other classes of corporation and foreign (cor- 
porate and government) bonds may be obtained from the follow- 
ing table of defaults: 

BOND DEFAULTS IN THE UNITED STATES; 1924-1939* 


(Amounts in Millions of Dollai.s) 


Public Real 

Utility Railkoad Industrial Estate Foreign 
Year No. Amount No. Amount No. Amount. No. Amount No. Amount 


1924-1930. ... 185 
7-Year Aver. . . 26 

1931 96 

1932 132 

1933 109 

1934 38 

>1935 24 

1936 5 

1937 8 

1938 21 

1939 9 


333 50 348 

48 7 50 

202 30 213 

593 37 202 

304 76 1,088 

150 44 310 

149 63 762 

28 33 233 

58 26 141 

107 45 401 

118 7 72 


293 598 280 

42 85 40 

216 444 705 

287 699 544 

238 482 312 

76 206 77 

39 92 31 

27 69 16 

14 124 15 

19 23 16 

21 51 13 


271 4 36 

39 1 5 

557 28 632 

544 69 581 

416 127 1,105 

83 11 257 

47 6 9 

27 5 35 

13 3 67 

12 11 64 

27 3 13 


* Standard Stntistioa Co., Standard Bond Investments, December 23, 1939, p. 878. 


The amount of defaults should be read in the light of the 
total volume of debt in each class. _ These totals in 1930 were 
approximately as follows: public utilities, $14,000,000,000; rail- 
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roads, $11,900,000,000; industrials, $10,000,000,000; real estate 
bonds, $5,000,000,000; and foreign, $7,000,000,000.®^ The bulk 
of the utility bond defaults were in the traction field and among 
the holding companies. In the two worst years, 1932 and 1933, 
traction, or electric railway, defaults accounted for one half and 
one third of the totals, respectively. Defaults among operating 
electric light and power, manufactured gas, and telephone oper- 
ating company issues have been negligible.®^ 

“Clark, Evans, (Editor), Ivtemnl Debts of the United States (New York; The 
Macmillan Co., 1933). See also Harwood, E. C., “Wealth vs. Debts,” Barron’s, 
February 19, 1934. 

“Further analysis of these defaults may be found in Horton, Donald C., “Rail- 
way and Public Utility Bond Defaults, 1929-34,” Survey oj Current Business, 
July, 1936, pp. 16-18. 
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Investment Analysis of Special Classes 
of Utilities 


On account of the wide differences found among the various 
types of public utilities, such as electric light and power, gas, 
telephone and telegraph, water, and electric railway companies, 
it will be necessary, in developing the subject of investment 
analysis as applied to utilities, to devote some independent dis- 
cussion to each of the more important of these groups. 

Electric Light and Power Securities 

Recent growth. We ^hall consider first electric light and 
power companies. The growth of this industry has indeed been 
one of the outstanding phenomena of the present century. 
Some idea of the magnitude of this development may be had by 
reference to certain pertinent statistics regarding the industry, 
as shown in the following table: 

RECENT GROWTH OP CENTRAL ELECTRIC STATIONS* 
(Millions) 

1917 

Value of Plant and Equipment — 3,060 

Output — Kilowatt Hours ... , 25,438 

Total Revenues — $ 502 

* Statistical Absttact oi the United States, 1939, p. 381. 

In 1902 the capital invested in this industry stood at $639,000,- 
000; in 1937 the value of plant and equipment (a substantially 
comparable figure) had reached the huge total of $12,941,000,- 
000. These figures might be supplemented at length by others 

' 401 


19S7 193^ 1937 

9,297 12,664 12,941 

74,686 79,657 121,097 

1,803 1,975 2,357 
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which would serve only to support the idea already conveyed 
that this industry has enjoyed an exceptionally prosperous and 
rapid expansion since the turn of the century. 

Causes for recent development. The principal causes for 
this growth are already familiar to most of us. Electricity has 
rapidly supplanted gas and kerosene as- a means of illumination 
for the home, not only because of its greater convenience, but 
also because of greater safety and economy. Industrial uses for 
electricity have likewise been widely extended. Many manu- 
facturing concerns that formerly operated their own independent 
power plants have found it more economical to abandon these 
and to purchase electric power from central stations.^ Indus- 
trial use of power has been further accelerated by reason of the 
ease with which individual motors can be connected directly with 
the operating machines in a factory. In this way electric energy 
is transmitted through the plant by means of wires and trans- 
formed into effective driving power directly at- the machine. 
The use of cumbersome belts and shafting, with consequent loss 
of power through friction, is thus eliminated. 

The domestic uses for electric power are also being rapidly 
developed. The modern housewife today does a large portion 
of her work by electricity. The washing machine, vacuum 
cleaner, electric refrigerator, electric percolator, flatiron, and 
ironer are some of the more common household devices requir- 
ing electric current. The development of the radio industry has 
likewise increased the use of electrical current. 

Despite the phenomenal growth that has already taken place 
in the electric light and power field, it appears that the industry 
has by no means reached its limit of expansion. Quite independ- 
ent of the normal development that may be expected to take 
place as population increases, it can hardly be assumed that the 
per capita consumption of electricity has reached its limit. It 
is estimated that at present only 75 per cent of the industrial 
power load is electrically generated, and about 75 per cent of the 
population of the United States live in electrically lighted dwel- 
lings.- Furthermore, only about one fifth of all farms are served 

'It is estimated that iu 1904 more than 72 per cent of the electric energy con- 
sumed by industrial companies of the United States was generated in their own 
plants. In 1930 about 60 per cent came from such private generating plants. 
See Public ULiUty Points (New York: Bonbright & Co., 4th ed.. 1931), p. 2; 
Electric Light and Power Companies of the United States (New York: Bonbright 
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by central stations; expansion in this direction is handicapped 
by the large investment in transmission required to reach such 
business.® There is also an opportunity for extensive electri- 
fication of railroads. Prospective growth has an important bear- 
ing upon tire future investment status of this industry. 

Stability of earnings in electric light and power investment. 
From Ihe standpoint of stability of earnings, the electric light 
and power industry is especially favorable to the investor. The 
annual combined gross revenues of central stations have, until 
recently, shown a remarkable continuous growth.* Defaults 
among electric light and power operating company securities 
are especially low. As previously suggested, for a period of 
thirty years prior to World War I, the risk of receivership 
per $100 of securities outstanding for industrial concerns was 
$2,07; for railroads, $1.84; and for public utilities, $.37. Later 
figures show that during the six-year period 1924 to 1930, 
1S5 issues of public utility bonds, having a total value of $333,- 
061,964, were defaulted; while 50 issues of railroad bonds, 
amounting to $348,015,490, were defaulted. In the four depres- 
sion years 1931-1934, 187 defaulted railroad issues totalled 
$1,813,126,348, while 375 defaulted utility issues amounted to 
$1,309,035,684. The ratio of defaulted public utility bonds to 
total outstanding public utility securities was somewhat lower 
than the ratio for railroads, since during this period the volume of 
public utility securities gained rapidly, and in 1930 exceeded that 
of total outstanding railroad securities by approximately $2,000,- 
000,000.'' The more recent failures in the utility field have been 
largely electric railways and holding companies. The latter 
would be regarded by some as financial, rather than utility, cor- 
porations. 

Operating companies distinguished from holding companies. 
In any analysis of the' investment status of electric light and 
power companies, we must first distinguish between operating 
companies aird holding companies. For the latter it is some- 


^ National Electrio Light Association Proceedings, 1930, Vol. St. p 1426. The 
promotional efforts of private companies plus the Federal Eural Electrification 
Administration program about doubled the number of farm usem during the 
1930’s. 

‘As shown in the table on page 401 above. In 1912 the total gross revenues 
were but 1502,000,000; in 1902, only $287,000,000. 

' Bonds in default were compiled by Standard Statistics Company. Total ss- 
curities were based on estimates of Clark, Evans (Editor), Internal Debts of the 
United States (New York; The Macmillan Co., 1933), pp. 96, 143. 
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limes difficult to get all the specific information necessary to 
make as detailed an analysis as is desirable. Particularly is it 
true that the presence of gas, electric railway, hydroelectric, and 
steam generating plants, aU under control of the same holding 
company, makes it impossible to use the same unit basis for 
comparative purposes, as is sometimes possible with individually 
operated companies.® There is, in fact, a wide difference be- 
tween operating companies and holding companies, so far as 
investment analysis is concerned. Our first attention will be 
given to the analysis of operating companies: that is, to those 
concerns that operate directly the properties they own, as op- 
posed to the holding company, which controls a group of sub- 
sidiary operating companies. 

Further classification of operating companies : steam versus 
hydroelectric generation. Even with independently operated 
electric companies, it is necessary properly to classify the com- 
pany which it is desired to analyze before the statistics available 
have real significance. The’ first classification generally made is 
according to the method of generation. There are, for instance, 
hydroelectric, steam generating, and combined hydroelectric and 
steam generating plants. The operating expenses of hydroelec- 
tric plants are naturally very much lower than those of steam 
generating plants. For the former the cost of fuel and the 
attendant labor of handling it are avoided. On the other hand, 
it usually costs from two to four times as much to build a hydro- 
electric plant as it does to build a steam plant with equal capac- 
ity. Thus, while the operating expenses of a hydroelectric 
plant are appreciably lower, investment carrying charges, inter- 
est, taxes, and sometimes depreciation ar.e decidedly higher. 

There are other cost factors m hydroelectric generation that 
must be kept in mind. Frequently the source of the water 
power is far removed from the consuming area, and thus the 
current must be transmitted over a considerable distance. This 
means a loss in power and an additional investment of funds in 
transmission lines. Furthermore, companies relying on water 
power usually find that there is a wide difference between the 
power furnished at different seasons of the year. For this reason 
the hydroelectric plant is frequently supplemented by a steam 
plant that can carry the load during periods when water power 
is insufficient. Such additional investment, while necessary, is 

“ See also page 412, for other difficulties of analysis. The problem will become 
clearer after the subsequent section on holding company analysis. 
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frequently unprofitable because it is used for only a relatively 
short time during the year. When one considers the improved 
efficiency of steam generating equipment, whereby the consump- 
tion of coal per kilowatt hour has been reduced from twelve to 
less than two pounds, the present advantages favor the modern 
steam plant as a low-cost, steady producer, except where the 
water power is located in an especially favorable situation.^ 

The hydroelectric station is often used economically in super- 
power areas, or by large holding companies, where it is combined 
with steam stations. Under such systems power is normally 
distributed over wide areas, and the power generated by a hydro- 
electric unit can be utilized without heavy additional transmis- 
sion investment by combining it with steam generating plants, 
which means a pooling of needs for auxiliary steam generation. 
Under such conditions, also, the disadvantages arising from vari- 
ations in the amount of water power furnished are likewise mini- 
mized.® 

Classification by market. Another basis for classifying elec- 
tric light and power companies is the disposition of product. 
Some plants merely generate power and dispose of it on a whole- 
sale basis to distributing companies. Often in financing large 
generating facilities, especially when the power is to be sold to 
more than one company, a separate company whose only busi- 
ness is the manufacture of power is organized. Such a company 
does its own independent financing and, when completed, either 
leases its property to a distributing company or contracts with 
one or more of the distributing companies to take its entire out- 
put.® Other companies, such as the New York & Queens Elec- 
tric Light & Power Company, do little or no manufacturing, but 

’See National Mleotric Light Association Proceedings, 1930, Vol. 87, p. 1425. 

“ Data for January 1, 1940, place our developed water power at 18,500,000 horse- 
power. There is no figure for potential water power which is exactly comparable 
with that for developed power, but it is estimated that if the resources of the 
country were completely developed, the installed capacity would amount to 80,- 
000,000 or moro horsepower. Federal Power Commission, Installed Water Power 
in the United States (1940). 

Most of the undeveloped water power is probably such that it cannot be de- 
veloped and transmitted to a market without incurring capital costs that would 
make it more expensive than steam power. 

“Among the more important of such generating companies may be listed: 

Chicago District Electric Generating Co. 

Montaup Electric Co. 

Pennsylvania Water & Power Co. 

Safe Harbor Water Power Co. 
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purchase their power and retail it. Such a company with a 
lower investment should show a higher plant turnover and a 
higher operating ratio than the ordinary company. The cost 
of purchased power will appear among operating expenses. 

The generating company that sells its entire output at whole- 
sale is frequently formed and controlled through stock owner- 
ship by the companies which are its customers. Typically it 
represents a large development designed to produce cheap power, 
taking advantage of the pooled demands of its creators. The 
financial strength of such a company will depend upon its con- 
tractual relations, which often bind its customers to purchase a 
certain amount of power so that, in effect, they are the guarantors 
of the vendor’s fixed charges. Since there is no direct contact 
with the ultimate consumer and consequently no franchise, the 
legal position and the vuhierability of the power contracts of 
such a company should be carefully analyzed. The great ma- 
jority of electric power and light companies, however, both 
generate and distribute. 

Utilities might be further classified according to the nature of 
the territory they serve, the types of customers to which they 
furnish power, or the nature of their capital structure. Such 
classification will be omitted here and the influence of such 
differences noted in our later analysis. 

Analysis by use of ratios. The first type of company to be 
analyzed is the operating company. The analysis will be facili- 
tated by the study of certain significant ratios with respect to 
operations and financial condition and the comparison of such 
ratios for different companies. The problem is not unlike that 
which existed in connection with certain groups of industrials. 
Operating conditions are sufficiently similar throughout the field 
to permit the use of common relationships by which the figures 
of various companies may be compared. 

Capitalization and kilowatt capacity. Let us consider first 
the matter of capitalization and kilowatt capacity. The kilo- 
watt capacity of a plant represents the rate at which the plant 
is capable of generating electric energy. Since electric energy 
is its stock in trade, the maximum of gross revenues it can pro- 
duce will depend on its possible output. The lower the capitali- 
zation of a given plant in relation to possible output, the easier it 
should be to earn a return on that capitalization, other things 
being equal. The combined generating capacity of electric 
power and light companies at the end of 1937 was 36,481,107 
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kilowatts, Avhile the total investment in plant and equipment of 
these companies was $12,900,000,000. The average capitaliza- 
tion per kilowatt of generating capacity was thus about $355.^° 
Unfortunately, the usefulness of this average is impaired for 
analytical purposes by the fact that it includes both steam and 
hydroelectric plants, and the investment required by the latter 
per kilowatt of capacity is ordinarily very much higher than for 
the former. Nash states that the cost of urban steam electric 
power properties is likely to range between $250 and $450 per 
kilowatt of rated generating capacity The low'er limit will be 
approached in smaller cities, where the business is reasonably 
compact and where no elaborate underground distribution is re- 
quired. In larger communities, where expensive underground 
transmission and substations are required, the upper limit will 
be reached. In other localities requiring an unusually compli- 
cated system or in sparsely settled outlying territory, the unit 
cost may exceed the upper limit by a considerable margin. 

The customary distribution of this aggregate investment over 
the various items involved is shown in the following table 


Nowml Range 

Class oj Properly of Perccnlage 

Power Station • • 40 to 50 

Transmission Lines and Substations 0 to 12 

Distribution System, Overhead 20 to 36 

Distrilrution System, Underground. . . . . 0 to 20 

Service Connections and Meleis 12 to 18 

Miscellaneous Buildings and Equipment 2 to 6 


Station and distribution facilities. The distinction between 
investment in station and in distribution facilities is an impor- 
tant one. Although it is true that the service actually sold by 
electric light and power plants is kilowatt hours produced and 
delivered, nevertheless it is also true that a company which 
serves a densely populated area can produce and sell a given 
amount of current with a lower investment in transmission 
equipment than can a company which serves a sparsely in- 
habited area. The production and delivery cost is higher in 
the latter case than in the former. For this reason it is to the 
advantage of the company to minimize its investment in trans- 

United States Dept, of Commerce, Bureau of Census, Census o/ Elecirical 
Industries, 1937, pp. 9-10. , ,, 

“Nash, L. R.. The Economics oj Public Utdities (New Tork: McGraw-Hil! 
Book Co., 1931), p. 343. 

344. 
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mission lines as compared with investment in plant generating 
capacity. No set rules can be laid down as to the proper propor- 
tion of total investment to be allocated to plant and transmission, 
although it is generally accepted that, in an average case, the 
plant investment equals approximately distribution investment. 
That is, the average company should not be required to invest 
much more than one dollar in distributive facilities for each 
dollar invested in station equipment. 

Per customer and per capita investment. The capital invest- 
ment of an electric light and power company may for purposes 
of investment analysis be reduced to a per customer and a per 
capita basis by dividing the capital investment of the company 
by the number of customers actually connected, and by the 
. population of the area served, respectively. Per capita invest- 
ment (which is the latter ratio) furnishes only rather general 
information when used alone. When used with per customer 
investment, it is more illuminating. For example, the fact that 
per capita investment has been increasing may indicate: (1) 
more customers per unit of population; (2) larger utilization 
per customer; or (3) both. Increased per capita investment, 
however, does not indicate which of these three factors is effec- 
tive nor the degree of effectiveness. By comparing per capita 
investment with per customer investment, however, one is able 
to draw further deductions. Thus, if both per capita investment 
and per customer investment have increased, all of the per capita 
increase cannot be accounted for by an increase in the number 
of customers. If the per customer increase in investment is 
proportionately greater than per capita increase in investment, 
the factor of increased utilization has played a larger part than 
if per customer increase in investment had been proportionately 
less than the increase in per capita mvestment. 

. The use of these two ratios may be effective also in gauging 
the future development of a company, although care must be 
used in such an analysis. Thus,’ if the per capita investment 
of a company shows a rapid increase, this may indicate that the 
company will, in the near future, be in a position to increase 
the number of users (or customers) with a less than proportion- 
ate investment per new customer. On the other hand, after an 
initial program of development has been carried out, during 
which both per capita and per customer investment increases, the' 
former ratio may remain more or less constant while per customer 
investment decreases. These results are due to the conversion of 
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potential customers to actual customers. Finally, it may be 
necessary, after intensive development of the area, to increase 
per capita investment without decreasing correspondingly per 
customer investment, on account of the greater use made of 
facilities by existing customers. In any analysis of this kind, 
however, it is necessary to consider the nature of the demands 
placed on the company by its customers, the manner in which 
the load factor is affected, and the extent to which the diversity 
factor is changed. 

Operating ratios. The significance of operating ratios is 
much the same here as in the case of industrials, except that 
there is likely to be a somewhat greater difference in this ratio 
among different public utility companies than is the case with 
industrials. In the first place there is usually a wide difference 
between the operating ratios of hydroelectric companies and 
steam generating companies. A ratio of from 40 to 60 per cent is 
probably the normal ratio for the former class, although in some 
cases, especially where the company sells its current largely at 
wholesale, its operating ratio may be very much under the sug- 
gested limits. Steam generating plants, on the other hand, 
normally have a somewhat higher ratio, ordinarily ranging from 
65 to 75 per cent, although the question whether the company 
sells its product at wholesale or retail will again affect the ratio. 
Companies that do largely a wholesale business naturally have 
the lower ratios. 

Capital structures, earnings, and charges. It is always of 
great importance, in analyzing the investment status of the 
bonds of a particular company, to compare these interest charges 
with earnings available for interest payments. It is customary 
for the investor to expect the company to have earned its interest 
charges at least two times. A bond on TVhich interest is not 
earned at least twice would in aU probability be considered some- 
what speculative. Some of the stronger companies earn their 
interest charges from 2% to 3 tunes. 

The relation of bonded debt to assets is closely correlated 
with the safety factor of a bond as measured by earning capacity, 
because in the utility field a close relationship exists between 
normal earning power and assets. If a utUity earned 6 per cent 
upon every $100 of assets and could borrow at 4 per cent with 
bonds, then it would be possible to have a funded debt equal to 
75 per cent of the assets and still show charges earned twice over. 
Four per cent of $75 equals $3.00 interest, which is one half of 6 
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per cent upon each $100. Utility financing is not ordinarily 
regarded as conservative when the debt exceeds 60 per cent of 
the assets ; or, stated in the reciprocal form, assets are expected 
to be at least 1% tunes the outstanding debt. The strongest 
operating companies are likely to show assets running two times 
debt and charges earned from 2% to 3 times in ordinary years. 

The same comparison that is made between the net earnings 
and fixed charges may be made between the earnings available 
and preferred dividend requirements. Usually preferred stock 
issues are limited to less than one half of the total stock outstand- 
ing. If preferred stock is to achieve investment standing the 
combined preferred dividends and interest charges should show 
earnings coverage of two times. The rarity with which this 
“over-all” standard is met explains why utility preferred stocks 
are generally regarded as of second-grade quality. An interest- 
ing problem involving the relation of earnings and preferred div- 
idend requirements arises out of the use of consolidated income 
accounts in connection with holding companies, and will be 
treated later.^® 

Earnings per share of common stock. It is impossible to say 
what a company should earn per share on its common stock, be- 
cause the per share figure depends entirely upon the number of 
units into which the company has seen fit to divide the common 
equity. However, a fairly definite relationship exists between 
the market prices of common stocks of utility companies and per 
share earnings at any given time. We may lay down the broad 
rule that the stock of an electric light and power company, unless 
influenced by special considerations, such as merger possibilities, 
will normally sell at a price between 12 and 18 times earnings per 
share after depreciation, or possibly between 8 and 12 times earn- 
ings per share before depreciation. Such a ratio depends upon a 
common belief that future earnings will resemble current earn- 
ings closely. In a period of exaggerated optimism, constantly 
increasing earnings will be imagined, and higher multiples ap- 
plied to earnings in order to arrive at market value. In a period 
of depression, a pessimistic outlook will lead to the belief that 
losses of business and rate reductions will continue, and conse- 
quently lower ratios will be used.^'* At any time, differences in 

“See p. 420. 

“ The investor should recognize differences in the market price to earnings re- 
lationship from time to time and examine the average relation. This measure is 
a useful test and starting point for a study of the value of common stocks. 
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the relationship of market price to current earnings may be ex- 
plainable in terms of differences of outlook for earnings changes 
among the companies studied. 

Other market factors. While a complete list of factors which 
may cause the market to capitalize earnings at a high or low rate 
is impossible, some of the more important items may be given 
here so that in making his appraisal the investor may weigh 
their probable importance. 

1. Maintenance and depredation. Some companies are more 
conservative than others in their maintenance and depreciation 
policy; therefore their reported earnings for common stock are 
capitalized at a higher ratio than the similar net income of more 
niggardly companies. 

2. Ratio. Companies whose rates to customers are relatively 
high are more likely ta be ordered by the regulatory commission 
to reduce them. The future net income of such companies may 
be less than the amounts currently reported. 

3. Growth possibilities. Location in a territory with expansion 
possibilities is desirable because it offers opportunities for profit- 
able retention of earnings. Utilities generally retain less of their 
earnings than industrials. They are more likely to finance 
through new stock issues. The rjghts to subscribe may be fully 
as valuable to the stockholder as the accumulation which would 
result from retained earnings. Often the new stock can be paid 
for with dividends, thereby giving about the same investment 
results as earnings retention. 

4. Type of customer. Where the bulk of the revenues is from 
industrial consumers whose business fluctuates greatly from year 
to year, investment risk is increased. A high proportion of do- 
mestic revenues is usually favorable to stability. 

5. Threat of municipal competition. In connection with the 
development of its water power projects in various parts of the 
country, notably in the region of the Tennessee Valley Author- 
ity, the Federal Government has encouraged municipalities to 
go into the power business by offering loans for either the pur- 
chase of existing plants or the construction of duplicate facili- 
ties. Federal loans at a low rate of interest have been made 
available with a substantial portion of the total cost an outright 
gift by the Public Works Administration. Where faced with 
such a possibility, the private power company may be forced to 
sell for less than the fair book value of its plant. In general, this 
threat is most serious for companies operating in the vicinity of 
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Federal hydroelectric developments but is po,ssible in other com- 
munities. 

The more important of the Federally financed electric projects 
in competition with the privately owned electric industry in the 
United States number 154, and represent an estimated ultimate 
installed capacity of 6,690,000 kilowatts and aggregate $1,643,- 
000,000 in governmental expenditures. If to this is added other 
Federal projects scheduled for early development but not yet 
actively under way, the total would be 7,300,000 kilowatts or 
more than 20 per cent of the total installed capacity of the entire 
privately owned industry, and an estimated total cost of $1,895,- 
000,000. 

To the extent that such investment duplicates private invest- 
ment, it tends to destroy the value of the existing private facili- 
ties. The electric industry is a growing one, however, and much 
of the additional capacity can be absorbed without such losses to 
investors if the Government decides to minimize destructive 
competition. 

6. Merger possibilities. A stock might enjoy a favorable price 
because of a prospective offer of more than the normal market 
value. Holding companies often made attractive exchange of- 
fers during their expansion in the 1920’s.^® The higher value of 
the securities offered by the purchasing corporation might be due 
to superior marketability or greater prestige than’ that enjoyed 
by the vendor corporation rather than to greater earning power. 
However, the purchaser might offer a favorable price because he 
saw an opportunity of developing increased earnings by more 
efficient operation. Sometimes exorbitant prices were paid as a 
result of rivalry between holding company promoters. 

Analysis of holding companies more complex.^*® Analysis of 
individual operating companies is simpler by far than analysis 
of the holding company which has a complex capital structure 
and consists of a group of more or less heterogeneous operating 
companies — some steam generating, some hydroelectric, others 
engaged in the manufacture of gas, and still others, in furnishing 

“ In the acquisition of the entire common stock of the Mississippi River Power 
Company by the North American Company, stockholders of the former were 
offered the option of $100 or 1% shares of the latter company’s stock for each 
share held. Commercial and Financial Chronicle, Vol. 121, p. 1909. The com- 
mon stock of the Mississippi River Power Company sold as low as $37 a share 
jn 1925 before a merger was considered. 

“ Holding companies ate also discussed on pp. 390 to 397. 
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electric transportation. The fact that nearly all holding com- 
panies are composed of operating companies of a diverse char- 
acter makes it difficult to go beyond a financial analysis. At 
least the average investor, who does not have at his disposal all 
the data regarding the individual companies, must content him- 
self with an analysis based largely upon the consolidated ac- 
counts of the holding company. 

Analysis of holding company investments. The importance 
of consolidated accounts in an analysis of holding company in- 
vestments leads first to a brief discussion of consolidated state- 
ments and their significance to the investor. The purpose of the 
consolidated statement is to show the combined assets and liabil- 
ities and the operating results of a group of companies. The 
process of account consolidation consists of combining the asset 
and the liability accounts of all the companies of the group into 
one balance sheet, and of repeating the procedure with the income 
accounts, eliminating in both cases all intercompany items. The 
consolidated assets include the property of all the companies, 
exclusive of intercompany claims, and the liabilities include only 
debts and securities held by outsiders. 

Suppose, for example, that we have two companies, A and 5, 
and that 90 per cent of each company’s- common stock is owned 
by holding company E. The independent statements of all 
three companies, we shall assume, are as illustrated in the fol- 
lowing tables: 


BALANCE SHEET— COMPANY A 


Assets 

Plant and Equipment 1500,000 

Inventories 200,000 

Accounts Receivable 250,000* 

OasL 50,000 


Liabilities 


Capital Stock. , $500,000 

Accounts Payable 250,000t 

Surplus 250,000 


$1,000,000 


.$1,000,000 


BALANCE SHEET-COMPANY B 


Assets Idahililies 

Plant and Equipment $700,000 Common Stock 

Inventories 200,000 Preferred Stock, 7% . . , . 

Accounts Receivable 100,000 Bonds, 6% 

Cash 200,000 Accounts Payable 

Surplus 


Kaou.wu 

300,000 

300.000 
150,000* 

150.000 


$1,200,000 


$1,200,000 
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BALANCE SHEET— COMPANY II 
Asseis LiahiUiies 

Investments $720,000§ Common Stock $400,000 

Accounts Receivable 180,000t Preferred Stock, 6% 300,000 

Cash 260,000 Bonds, 6% 300,000 

Accounts Payable 100,000 

Surplus 60,000 

$1,160,000 $1,150,000 

^ Includoa 350,000 owed to A by S. 

t- Includes $50,000 owed to JI by A. 

§ Includes 3460,000 of common stock of A and $270,000 of common stock of B, both earned at 
par. The balance of this stock is owned by the public. 

It is now desired to consolidate these statements and to elim- 
inate all intercompany itemsd'^ We shall start first with the 

"The mechanics of this operation may bo illustrated by telescoping the throe 
statements and eliminating intercompany items in the following manner; 


El ate Amount 

Inter- at Which 

con-pany Carried as Con- 

Assets Items solidated B. S. 

Plant and Equipment: 

A $600,000 

B 700,000 ' $1,200,000 

Inventories; 

A 200,000 

B 200,000 400,000 

Receivables: 

A 250,000 $50,000 

B 100,000 

E 180,000 50,000 430,000 

Cash: 

A 50,000 

B 200,000 

II 250,000 600,000 

Investments: 

H 720,000 720,000 

$2,630,000 

Liabilities 
Capital Stock; 

A $500,000 $450,000 

B . ; 300,000 270,000 $80,000 

H 400,000 400,000 

Surplus: 

A 250,000 

B 150,000 

II 50,000 450,000 

Preferred Stock: 

B 300,000 300,000 

II 300,000 300,000 

Bonds : 

B 300,000 300,000 

H 300,000 300,000 

Accounts Payalile: 
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capital structure of the holding company as shown by the com- 
bined statement. Our first step is to state what stocks and bonds 
are owned by the public. These amounts we ‘find to be as 
follows : 


Common Stock oi II... . . ... S400,000 

Prel'eiwd Stock ol II 300,000 

Bonds of it 300,000 

Bonds of P . 300,000 

Preferred Stock of P 300,000 

Common Stock of -4. and B Held by Public . . 80,000 


We may proceed by combining the asset accounts and liabilities 
of the consolidated group, and by restating its capital structure 
in the customary form, as follows: 


COMBINED OR CONSOLIDATED BALANCE SHEET— COMPANY II 


Plant and Bquipmant ,$1,200,000 

Inventories 400,000 

Accounts Receivable . . . 430,000* 

Cash 500,000 


Preferred Stock 6% $300,000 

Common Stock 400,000 

Bonds 300,000 

Bonds of Subsidiaries , . . 300,000 

Subsidiary Preferred Stocks 300,000 

Minority Interest 120,000t 

Accounts Payable 400,000* 

Surplus 410,000 


$2,630,000 $2,530,000 

■I- Excludes *50,000 owed A'ay B ond *50,000 owed II by A. As a result of this process, we are 
able to show the composite situation as it offsets an outside investor. |We have shown only tho notual 
assets of the group of companies and the manner in which porticipation therein is accorded, 1 hie 
has been done by the complete elimination of all intercompany items, such as debts owed entirely 

within the El oup, or capital stock of the subsidiaries owned by // 

t Minority interest is the term applied to the common stock of subeidioriM outstanding iu the 
hands of the public. It includes the par or stated value of such stock plue its proportionate share 
of the surplus. The total is arnved at as follows: 

Stock Surplus Total 

Minority Stock of A *50,000 *25.000 S75,0M 

Mmority Stock ot B 30,000 15.000 45,000 


Consolidation of income accounts. The process of consoli- 
dating the income accounts of these concerns is effected in much 
the same way. Let us proceed on the assumption that the inde- 
pendent income accounts of the three companies for the year 
ended December 31, 1940, were as follows; 


COMPANY A 

Gross Revenues 

Operating Expenses .... 

Net Earnings 

6% Dividends on Stock — 

Surplus for Year 


$150,000 

100,000 

$ 50,000 
26,000 

$ 25,000 


COMPANY B 

Gross Revenues $180,000 

Operating Expenses 110,000 

Available for Chai'ges ....... $ 70,000 

Interest on Bonds 18,000 

Net Earnings S 52,000 

Dividends on Preferred . . . . 21,000 
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INCOME ACCOUNT FOR If 


Dividends Received ... $40,600* 

Miscellaneous Expenses 2,000 

Available for Interest and Dividends. . . 38,600 

6% on Bonds 18,000 

$20,500 

6% Dividends on Preferred $18,000 

Balance for Common and Surplus I 2,500 

Earned per Share Common ' . $ .62J4 


+ Inoluding 822,600 from A and $18,000 from B, the.«e amounts 
oonstitutmg 90 per cent of the dividends of these oompanieB 

Before an attempt is made to consolidate the earnings of these 
companies, several points should be clearly understood. In the 
first place, it should be borne in mind that Company H, which 
owns 90 per cent of the stock of A and B, really has an equity in 
the surplus earnings of these companies, to the extent of 90 per 
cent of $25,000 and $11,000 respectively, in addition to the 5 per 
cent dividend received on its stockholdings. In other words, the 
true earnings of H, based on its proportionate share of the sur- 
plus of A and B, would be determined as follows: 


Dividends Received $40,600 

Plus 90% Undistributed Earnings of A and B . . 32,400 

Real Earnings of R $72,900 

Less Miscellaneous Expenses 2,000 

Available for Bond Interest $70,900 

Less Bond Interest 18,000 

$52,900 

Less Prefei-red Stock Dividends 18,000 

Net Earned for Common $34,900 

Net per Share $ 8.73 


Thus we find that net per. share of common really amounts to 
$8.73 instead of 62% cents. 

The second point of interest is that the bonds and preferred 
stocks of the holding company have a claim on operating earn- 
ings which is preceded by the claims of the bonds and the pre- 
ferred stocks of the operating companies, and so are only on a 
parity with their common stocks. This subordinate position is 
-caused by the fact that the principal source of income of the 
holding company is the dividends received from its stockhold- 
ings iir the subsidiary companies. Accordingly, there are no 
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earnings for its bonds until obligations of the underlying com- 
panies prior to their conunon stocks have been met and dividends 
have been declared on such stocks. This situation will appear 
in the consolidated statement of earnings that we shall now 
present : 

CONSOLIDATED INCOME ACCOUNT— COMPANY H 


AND SUBSIDIARIES 
Year Ended December 31, 1940 

Gross Revenues $330,000 

Operating Expenses 210,000 

Net Available for Interest. . . $120,000 

Interest on Subsidiary Bonds .... , . isjcoo 

$102,000 

Dividends on Subsidiary Preferred Stocks . . , 21,000 

Net from Subsidiary Operations $ 81,000 

Proportion of Net Belonging to Subsidiary Common 
Stocks Held by Public 8,100 

Balance Available for H $ 72,900 

Less Expenses 2,000 

$ 70,900 

Interest on H’s Bonds 18,000 

$ 52 900 

Dividends on fl’s Preferred Stock 18,000 

Available for Common Dividends and Surplus $ 34,900 


The form used above is substantially that customarily used. 
It shows the proper order m which each charge should be ar- 
ranged and enables the student to grasp more clearly the results 
of holding company accounts. The income account (page 418) 
of the American Water Works & Electric Co., Inc., for the years 
1938 and 1939, will serve to show the form in which the investor 
may reasonably expect to find income account data shown on a 
consolidated basis.^® 

Financial analysis of holding companies. In analyzing the 
investments of holding companies in the public utility field, we 
again find that certain specific ratios are available which tell the 
story in part, and that further study should always be given to 
more general factors, such as management, territory served, and 
composition of operating companies. The most significant ra- 

Taken from Poor'g Utility Manual, 1940. 
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CONSOLIDATED INCOME ACCOUNT— AMERICAN WATER WORKS 
AND ELECTRIC CO. 

(Years Ended December 31) 



1939 

1938 

Operating Revenues . . 

$53,690,457 

$50,004,300 

Non-operating Income 

626,696 

686,402 

Gross Earnings 

$64,217,153 

$50,590,792 

Operating Expenses 

18,416,018 

17,879,879 

Maintenance 

3,822,879 

3,758,881 

Taxes (other than Federal Income) 

5,784,144 

5,227,402 

Federal Income Taxes 

1,991,431 

1,372,604 

Reserved for Renew. Retire. & Deple.. 

4,713,1191 

4,768,851 

Amort. Electric Plant Adjustments 

806,700/ 

Gross Income 

$18,682,862 

117,693,116 

De duotions — Subsidiaries : 

Interest 

7,819,302 

7,883,279 

i4-7,m 

Interest charged to Construction (cr.) 

78,118 

Amortization of debt discount and exp. . . 

852,236 

841,212 

Preferred dividends 

6,609,004 

5,737,101 

Minority Interest 

4S4 

347 

Miscellaneous 

167,708 

180,253 

Total Deductions 

$14,270,646 

$14,494,894 

Balance 

Deductions — American Water Works & Elec- 
tric Co., Inc.: 

$ 4,412,216 

$ 3,098,221 

Interest 

878,036 

892,719 

Amortization of Debt Disc. & Exp ' 

92,921 

92,921 

Miscellaneous 

14,642 

17,496 

Total 

$ 985,699 

$ 1,003,136 

Net Income 

$ 3,426,617 

$ 2,095,086 

Preferred Dividends 

1,200,000 

1,200,000 

Surplus for Year 

$ 2,226,617 

$ 896,086 

Surplus from preceding year 

16,556,042 

19,008,525 

Total 

$18,781,659 

$19,903,610 

Surplus charges (net)“^ '. 

164,686 

3,348,668 


Pinal Sm'plus $18,617,073 $1(3,555,042 


* Greater detail in original report. 

tios are : operating ratio, ratio of depreciation and maintenance 
to gross revenues, number of times charges aije earned, the rela- 
tion of bonded debt to property investment, earnings per share 
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of common stock, the relation of gross revenues to property in- 
vestment. There should also be a study of any investments in 
companies not included in the consolidated picture. 

Operating ratios. The operating ratio of the normal holding 
company will currently run somewhere between 65 and 75 per 
cent, although in companies with a considerable proportion of 
hydroelectric properties the ratio is likely to be much lower. 
Whenever a ratio is found below 65 per cent, a check should be 
made for water or hydroelectric properties; if the ratio is above 
75 per cent, the possibility of traction property should be in- 
vestigated. The following table shows the number of dollars of 
operating expenses per $100 of gross revenues (operating ex- 
penses include taxes and depreciation) : 

OPERATING RATIOS OP LEADING UTILITY 
HOLDING COMPANIES: 1929, 1939 


Company 1920 1039 

American Gas & Electric Co 55.2 66.3 

American Power & Light Co 54.7 63.4 

American Water Works & Electric 57.9 63.3 

Associated Gas & Electric Co 57.6 71.8 

Columbia Gas & Electric Corp 06.1 75,8 

Commonwealth & Southern Corp 55.0 64.6 

Consolidated Edison of N. Y 64.3 77.7 

Electric Power & Light Corp 58.9 72.2 

Engineers Public Service Co 67.5 66.9 

Middle West Corp 64.6^ 60.5 

National Power & Light Co 62.6 06.2 

Niagara Hudson Power Corp 54.6 71.9 

North American Co 02.3 71.9 

Pacific Lighting Corp 67.1 76.9 

Public Service Corp. of N. J 69.5 70.7 

Standard Gas & Electric Co OS.Of 67.4 

United Gas Improvement Co 60.0'"* 03.0 

United Light & Power Co 64.8 74.0 

Medians 62.4 69.8 


but eliminate non-utility earmngs. 
t Utility operations only 
** For utilities only 

The operating ratios have the same significance here as in oper- 
ating companies and will not be further analyzed at this time. 

Depreciation and maintenance. The amount of depreciation 
and maintenance allowed by a company is of vital importance to 
the investor. It is also true that the real test as to whether ade- 
quate reserves have been set aside for depreciation lies in aphysi- 
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cal examination of the property itself. Inasmuch as such a test 
is rarely practicable, it is generally necessary to rely on such 
available records of these expenditures as are found in the income 
• accounts and balance sheets of the corporation. The average 
major holding company in the electric light and power field has 
decreased its maintenance expenditures from 7.0 to 6.4 per cent 
of gross revenues, in the meantime increasing depreciation, or 
retirement, allowances from 8.1 to 11.2 per cent. The following 
figures summarize a study of the policy of twenty leading hold- 
ing companies in this field for the years 1929 and 1939 : 


RELATION OR DEPRECIATION AND MAINTENANCE 
TO GROSS REVENUES* 


(By Per Cents) 


Highest 

Lowest 

Average Perocntage 

Average Variation from the 
Average of All Cases .... 
* Compiled by authors. 


Dbpbeciation 
19S9 19S9 

12.8 16.3 

4.9 8.1 

8.1 11.2 

1.8 1.7 


Maintenance 


With the average for combined depreciation and maintenance 
currently varying between 15 and 19 per cent, the result is about 
equivalent to between 3 and 4 per cent on the book value of the 
company’s property account. Where hydroelectric property 
with its low plant turnover exists, the percentage on property 
will be substantially lower. 

Number of times charges earned. In studying next the num- 
ber of times interest charges are earned, we must reconsider for 
a moment the nature of the holding company. Let us refer 
briefly to the complete consolidated income account shown on 
page 416. It will be observed here that the holding company 
shows $70,900 available for bond interest amounting to $18,000. 
It would appear from these figures that holding company charges 
had been earned nearly 4 times. While this figure is nominally 
correct, it is misleading. On the basis of the combined state- 
ment, i$109,900 is available for charges, after deduction of 'the 
holding company’s expenses and the minority interest from the 
net operating income of $120,000. This amount is available to 
meet the three successive series of charges, amounting to $57,- 
000, of which the holding company’s bond interest is third in 
rank , and is junior to the interest and preferred dividends of the 
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operating companies.^® On this over-all basis, it appears that 
the holding company interest has been earned 1.9 times. A sim- 
ilar method would be applicable to the holding company pre- 
ferred dividend coverage. According to the income account, pre- 
ferred dividends appear to have been earned nearly 3 times. 
In reality, these dividends constitute the last, in order, of the 
$75,000 of total claims against the $109,900 “net.” Total com- 
bined charges, including preferred dividends, are thus earned 
but^ 1.47 times. Attention is called to this fact, because the 
typical selling circular advertising the bonds or preferred stocks 
of a holding company has almost invariably stated the number 
of times interest or preferred dividends were earned in the man- 
ner most favorable to the issue. Such circulars often neglected 
' to show that the holding company itself was superimposed on a 
group of operating companies that were already very heavily 
capitalized, with the result that the bonds, and especially the 
preferred stocks of the holding company, were backed by a very 
thin equity. 

For the reasons just stated, when discussing so-called normal 
figures, we shall refer to the number of times combined charges, 
or combined charges and preferred dividend requirements, are 
earned. One is probably safe in stating that, where combined 
charges are twice earned, including interest charges on the bonds 
of the holding company, the presumption is in favor of the sound- 
ness of such holding company issue. Likewise, where combined 
prior charges and preferred dividend requiremeirts are earned 
1.5 times, the preferred stock of the holding company will be 
favorably regarded. Special circumstances may be present in a 
given case to warrant somewhat different ratios, however, so that 
we must again caution the reader against too much faith in cate- 
gorical statements. All analysis requires the tempering effect 
of judgment. 

Assets and funded debt. In the analysis of a consolidated 
balance sheet, the assets supporting the holding company bonds 
are regarded as subject to the prior claims of the operating com- 
panies.®® In the simple example on page 415, there were net 

Coverage for the operating companies’ charges would, of course, be on the 
basis of the 1120,000 of net operating income The minority interest is deducted 
rather than combined with the holding company’s charges because it represents 
income not available for the holding company. 

“ In the exceptional case where a holding company owns operating assets or a 
subsidiai-y with no senior obligations, the bonds of the holding company will be 
a first claim on such property. 
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assets after the deduction of current liabilities of $2,130,000. 
Against these assets were $600,000 of claims prior to the $300, • 
000 of holding company bonds, and an equity of $1,010,000 (ex- 
cluding the minority interest of $120,000) succeeding. To com- 
pare the holding company debt only with the holding company 
stock equity would be to ignore the prior claims of subsidiaries to 
earnings. The ratio of net assets to the combined holding com- 
pany bonds and subsidiary bonds and preferred slocks is 2.37 
($2,130,000 900,000), or 2.23, if the minority interest is elim- 

inated as in the computation of the earnings coverage of charges. 
A convenient percentage statement of the consolidated capital 
structure would show the following; 


Amount Per Cent 


Subsidiary Bonds 

. .^300.000 

14 

Suljsidiary Preferred Stock 

300,000 

14 

Minority Interest .... 

120,000 

6 

Holding Corapany Bonds 

300,000 

14 

Holding Company Preferred Stock. 

. 300,000 

14 

Common Stock 

400,0001 


Surplus 

410,000/, 



S2, 130,000 

100 


With over one half of the consolidated capital structure in the 
stock issues junior to the holding company bonds, the situation 
appears favorable. Even the holding company preferred is pro- 
tected by a junior common equity of almost 40 per cent. Be- 
cause of great variations in financial methods among utility hold- 
ing companies, the capital structure proportions receive less em- 
phasis than do those of the operating company. Primary 
emphasis is laid upon the income account, which is supple- 
mented, where possible, by a study of at least major operating 
units in the system. Sometimes the presence of one or tWo un- 
profitable uirits may conceal the profitable character of other 
units — an important consideration, smce a failing subsidiary 
can be abandoned to its fate if this appears desirable. 

Earnings per share of corpraon. Although it is true that 
asset values are important in determining the value of the se- 
curities of public utilities, earning power is still of primary im- 
portance. The value of the common stock of a utility holding 
company will be governed largely by earnings per share. The 
market value and earnings of utility holding companies fluctuate 
over a rather wide range, it is true, and the relation of earnings 
to market prices tends to vary from time to time, depending on 
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market conditions. In spite of the higher risk, the tendency 
during the 1920’s and early 1930’s was to value holding company 
common stocks on much the same ratio to earnings as those for 
operating companies. Frequently they sold on a basis that 
showed an earnings return of but 6 to 8 per cent. The risks of 
trading on equity were deemed to be less important than the pros- 
pects for profitable growth. In more recent years the dangers 
of compulsory reorganization under the terms of the Public Util- 
ity Holding Company Act of 1935 and the belief that expanding 
profits and the era of capitalizing upon the services rendered 
operating companies by holding companies were at an end have 
led to a more conservative appraisal of holding company earn- 
ings. 

Much the same factors that cause different rates of capitaliza- 
tion for operating company earnings are present in the holding 
company field. Less than average depreciation or the presence 
of considerable traction property will be deemed unfavorable and 
cause a common stock to sell for a lower multiple of earnings. 
Special risk factors in the case of holding companies lie in the 
danger of dismemberment because of widely scattered, nonin- 
tegrated properties, or in the need for corporate simplification 
because of a pyramid of holding companies. In some cases the 
common stock has come to have only very doubtful speculative 
value because of an accumulation of unpaid preferred stock divi- 
dends. In other cases earnings are required by operating sub- 
sidiaries because of expansion needs, which are difficult to finance 
otherwise, owing to the lack of a favorable public market for 
either the common stock of the subsidiary qr the securities of the 
holding company. The analyst of holding company securities 
must not only study the consolidated figures but must also ex- 
amine the possibilities of collecting cash income from the several 
subsidiaries and the effect of possible liquidation under the com- 
pulsion of the Securities and Exchange Commission. The com- 
mission has recently published suggested plans for the integra- 
tion of some of the major holding coropanies.^^ 

In studying the variations of net earnings for the holding com- 
pany common stock, the influence of the system’s capital struc- 
ture should be recognized. The heavier the bonded debt of a 


"See footnote 26. For a discussion of some effects of liquidation 
articles by William W- Amos: "Changed Position of Holding Company Deben- 
tures,” Barron’s, Feb. 3, 1941, and “Values in [Holding Company] Utility Pre- 
ferred Stocks,” ibid; March 24, t941i , 
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corporation, the larger, of course, its fixed charges. Where a 
corporation is thus financed largely by funded debt or funded 
debt and preferred stock, leaving only a small residue of capital- 
ization represented by common stock, a slight drop in gross, or 
a small increase in operating expenses, tends greatly to reduce 
per share earnings. Conversely, a slight increase in operating 
revenues or a slight decrease in operating expenses tends greatly 
to increase per share earnings on the common stock.-^ For this 
reason the common stocks of companies with a proportionately 
heavy funded debt offer opportunities for larger profits; on the 
other hand, they must be considered more speculative. 

Use of gross revenues in appraising holding company secu- 
rities. The relation of gross revenues to capitalization affords 
other interesting comparisons. It is generally felt that a public 
utility holding company system may be conservatively capital- 
ized at 6 times gross revenues. This, again, is a statement that 
can be used only in a general way, subject to modifications in 
special cases. Such a ratio will be too low when any substantial 
part of the property consists of hydroelectric plant, as is common 
in many of the important systems.^® 

At best this method of studying capitalization is useful as a 
check upon balance sheet valuations, rather than as a means of 
determining investment value of the holdmg company securities. 
By looking for over- or under-valuation of property, one is check- 
ing the figures which determine the book value of the holding 
company’s common stock equity. Aside from reasonable and 
expected variations in the ratio of property to gross revenues 
because of the type of utility property (steam or hydroelectric, 
gas, traction, or water), there are also cases of abnormal revenues 
because of inequitable rates or a business depression. Any such 
method of valuation is giving primary emphasis to asset values, 
whereas net earning power is of chief importance.^^ The earning 
power of the holding company common stock equity will depend 
not upon gross revenues, except indirectly, but upon the rate 
earned upon the combined properties and the cost of the senior 

“See pp. 279 to 282 for a description of the pros and cons of trading on equity. 

“ For a statement of property to gross revenues ratios in 1929 and 1930 of lead- 
ing holding company systems, see Guthmann, H. G., “Financial Ratios of Utility 
Holding Companies,” Chicago Journal oj Commerce, Jan. 6, 1932. 

“In order to contrast capital structure comparisons based upon p6rcentage.s 
drawn from the balance slieot and upon times earned coverage, see mpra, Dec. 30 
and 31, 1931. Reprinted ih Guthmann, H. G., Analysis oj Financial Statement 
(New York: Prentice-Hall, Inc., 1935), pp. 543, 647. 
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capital obtained from the sale of bonds and preferred stocks. 
Consequently, interest centers on; (1) the amount of net earn- 
ings available for the common stock equity; (2) the degree of 
risk, which is approximately measured by the number of times 
the combined interest and preferred dividend charges have been 
earned; and (3) the accuracy of the reported earnings, which last 
point explains the intense scrutiny applied to maintenance and 
depreciation policy. 

Federal regulation. The Public Utility Act of 1935 was de- 
signed to give the Securities and Exchange Commission the 
power to regulate electric and gas utility holding companies, 
and the Federal Power Commission control over the interstate 
electric power business. The so-called “death-sentence” provi- 
sion (Section 11) requires the elimination of holding companies 
beyond the second degree; that is, three “layers” of companies 
may be permitted: (1) operating companies controlled by (2) 
intermediate holding companies, the latter controlled in turn by 
(3) a top holding company. Even holding companies of the 
second degree will continue only at the sufferance of the commis- 
sion and will each be limited to an integrated utility system 
which is not too large to impair local management, efficient serv- 
ice, and effective regulation. (A holding company is defined as 
one with 10 per cent of the voting control.) 

Those holding company systems which are intrastate in char- 
acter, such as Niagara Hudson Power Corporation, would pre- 
sumably be unaffected by this legislation. A system whose prop- 
erties and operations lie outside the United States, like Ameri- 
can and Foreign Power Company, can also claim exemption. 
Those systems which are (1) made up of a relatively few well- 
integrated subsystems, (2) in good financial condition, and (3) 
possessed of relatively simple capital structures, would presum- 
ably suffer the least in any process of simplification and dismern- 
berment. On the other hand, systems with the opposite quali- 
ties might so suffer in the process as to leave slight values for 
many security holders in the topmost holding companies. A 
holding company system under this act is required to limit itself 
to a single group of contiguous, integrated properties unless the 
commission deems an exception to be in the public interest. 
Because geographical diversification is advantageous for the in- 
vestor and has permitted holding companies to draw strength 
from its more fortunately located units to assist weaker units, it 
was hoped that the commission would administer this provision 
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liberally, as the act permits whenever it appears in the public 
interest. The earlier pronouncements of the commission indi- 
cate that it intends to follow the strictest interpretation of the 
law in its refusal to allow more than one integrated system, 
which, 'in turn, must be comparatively small in order not “to 
impair the advantages of localized management, efficient opera- 
tion and effectiveness of regulation." 

Conformity with the act will undoubtedly require the sale of 
some or even a considerable portion of certain holdings to the 
public or to 'other utility systems, or an exchange of properties 
with other utilities. Holding companies coming under the ban 
may be eliminated by liquidation or by a process of simplifica- 
tion in which one holding company in the chain absorbed others 
by an exchange of stocks and the assumption of debt. Such 
steps would be easiest in a period of favorable business conditions 
and buoyant security markets. 

Holding companies that survive are brought under the regu- 
latory power of the Securities and Exchange Commission, much 
as operating companies have been under state commission con- 
trol in the past. Accounts aird reports, the acquisition and sale 
of assets, financing, and intercompany relations are regulated by 
the commission. Services rendered by holding companies to 
subsidiaries are to be on a cost basis and without profit. Such 
’ regulation can be seen to be of financial importance since it will 
include: (1) passing upon charges made by the holding conipany 
to the operating company, including the rate of interest on loans; 
(2) restricting dividends of operating companies to holding com- 
panies; and (3) refusing to approve even operating company 
financing unless stock equities are deemed adequate in relation 
to proposed debt and unless depreciation allowances are suffi- 
cient. 

Actual operations involving the transmission and sale of elec- 
tricity over state boundaries are brought under the control of 
the Federal Power Commission. Its powers are much like those 
of state commissions and involve regulation of rates and power 
to compel the interconnection and coordination of electric facili- 
ties and to ban “write-ups” in asset accounts. 

The investor is faced with two major uncertainties with respect 
to this Federal legislation, at the present writing (1941). First, 
there is doubt as to whether all sections of the law, particularly 
Section 11, will be upheld as constitutional. Second, in the 
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event that the law is upheld, there is some question as to the 
manner in which the Securities and Exchange Commission will 
interpret and apply its broad powers over the holding company. 
The law is extremely general, even ambiguous, so that the appli- 
cation of such phrases as “not detrimental to the public interest, 
or the interest of the investors, or consumers” will depend very 
largely upon the personnel of the commission.®® 

Management. In addition to acquainting himself with meth- 
ods which are largely statistical in scope, it is necessary for the 
investor to make himself familiar with the management of the 
company — its ability, honesty, and past success. The mere fact 
that a group of properties is under the management of Stone & 
Webster, Electric Bond & Share, or, up until the time of the 
crash, the Insull interests, has frequently been regarded by some 
investors as a sufficient guaranty of their success. With the de- 
velopment of more nearly adequate financial statements and 
other information, more attention should be given to the record 
of the company, which should be the support of reputation.®® 
The territory served by the company and the opportunities for 
profitable extension and development are likewise important. 
It is further necessary to ascertain the amount of gross revenues 
derived from electric light and power service, gas, and traction. 
In view of the present unfavorable condition in the traction and 
ice fields, the company should not derive more than 16 , or pos- 

‘“For a further description of the act see articles by Herbert Lawrence in 
Barron's, Sept. 16 and 30, 1935. For the text of the act, see Commercial and 
Financial Chronicle, August 31, 1935, pp. 1331-1344. 

The initial integration plans of the Securities and Exchange Commission affect- 
ing United Gas Improvement, Engineers Public Service, and Commonwealth and 
Southern will be studied with interest as indicating the drastic extent to which 
system.s may be broken up under the “death sentence" clause. In one plan the 
Commission goes so far as to state that even investments (as distinguished from 
.subsidiaries), either utility or non-utility, may not be retained unless reasonably 
incidental, or economically necessary or appropriate, to the operations of the 
.single integrated public utility gystem. The order that two classes of junior 
stock of the International Hydro-Electric System be cancelled without compen- 
sation is also significant. 

® Although the proximate cause of the Insull crash lay in inconveniently matur- 
ing short-term debt, it is significant that the Middle West Utilities Co did not 
publish fully consolidated statements and was less conservative than the average 
holding company system in such matters as depreciation. In marked contrast 
were the figures for IVorth American Co. For 1929 and 1930 figures, see Guth- 
mann, H. G,, “Financial Eatios of Utility Holding Companies," Chicago Journal 
of Commerce, Jan, 7, 1932, Insull Utility Iifvestment Co. did not disclose its 
portfolio until after its own securities had been sold to the public. 
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sibly 20, per cent of its entire gross revenues from such sources; 
otherwise it loses some of its character as an electric light and 
power company. 

Summary. It is evident that the methods of analysis ap- 
plicable to electric light and power operating companies differ 
from those employed in the study of holding companies. The 
former are distinct units; the latter, often heterogeneous groups 
of companies, to which the use of common measures of operation 
other than those derived largely from financial statements are 
inapplicable. The rapid expansion of the electric light and 
power industry since the beginning of the present century has 
been accompanied by a remarkable extension of the holding com- 
pany idea, with resulting economies on the whole, but with 
financial manipulation on the part of some. Electric light and 
power companies, no less than other industries, require the study 
of all the pertinent data before commitments are made, despite 
their regulated character. 
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Investment Analysis of Special Classes 
of Utilities (Concluded) 


The Gas Industry 

Historical development. Next to the service of water supply, 
the service of gas supply is the oldest of the public utilities here 
under consideration. The manufacture of gas for purposes of 
illumination dates from the latter part of the eighteenth century, 
when experimentation was carried on simultaneously in England 
and France. Apparently this was only laboratory experimen- 
tation until 1805, or thereabouts, at which time, there is reason 
to believe, gas was used. for lighting in Manchester, England. 

The first recorded experimentation in the United States was 
in 1806 in Newport, Rhode Island, when coal gas was manufac- 
tured for private use on the premises of Daniel Melville. The 
first crude processes were improved from time to tune, and in 
1813 Melville secured a patent and introduced gas for illumina- 
tion in a cotton mill in Watertown, Massachusetts. 

The prospects for commercial development of gas manufac- 
ture led to decided improvements in technological processes, and 
the first gas company, the London and Westminster Gas Light 
and Coke Co., was chartered in London in 1812.i The first ps 
company in the United States, the Gas Light Company of Balti- 
more was chartered in 1816 and was authorized to “manufacture, 
procure or collect 'gas or inflammable air,’ and to preserve, use. 

'See Ginsberg, L, “The Story of Gas,” American Gas Journal, Oct, 11, 1924. 

. 928. 
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and distribute it as a means of giving light or any other useful 
purpose, or for lighting the streets and public places and houses 
and other buildings. . . “ 

The Boston Gas Light Company was organized in 1822 and 
was soon followed by the organization of companies in New York 
City in 1823; in Brooklyn and Bristol, R. I., in 1825; in New 
Orleans in 1835; ® in Pittsburgh and Philadelphia in 1836; in 
Louisville in 1838; in Cincinnati in 1841 ; and in Albany in ISdd.'* 

These early companies gradually overcame a variety of ob- 
stacles. Large capital investments were required for the con- 
struction of the manufacturing plants and the distribution sys- 
tems. Early opposition, because of fear that the manufacture 
and use of gas endangered the public safety, soon gave way to 
sympathetic support of the projects. Notwithstanding the rela- 
tively high cost of gas for illumination, the industry continued 
to develop. In 1849 thirty establishments were engaged in the 
manufacture of illuminating gas for sale, with a capital invest- 
ment approximating 17,000,000, producing a commodity approxi- 
mating $2,000,000 in value, with an employed personnel of ap- 
proximately 900 persons, earning in excess of $390,000. In 1869 
the industry had grown to include 390 establishments, employing 
a capital investment of $72,000,000, manufacturing a product 
valued in excess of 132,000,000, and employing a personnel of 
approximately 8,700 persons, earning $6,500,000.® Although to- 
day these figures appear to be small, they represent a rapid rate 
of growth. 

Competition with oil and electricity. Until 1870 gas for il- 
lumination competed with candles and whale oil only, and its 
superiority was unquestioned. The introduction of kerosene 
oil, however, offered more serious competition. It possessed 
higher illuminating value than either of its forerunners, and it 
could be utilized with considerably more economy than gas. 
Doubtless this retarded somewhat the development of the gas 
industry, but the situation was changed very soon by the results 
of certain experimentations in production processes. Until this 
time coal gas only had been produced, but the investigations of 


® Wilcox, Delos F., Municipal Franchises (New York: Engineering News-' 
Book Dept., 1910), Vol. I, p. 623. 

•'“Manufactures,” Twelfth Census of the United States, Part IV, Vol. X, 
p. 713. 

■‘Barker, Harry, Public Utility Bates (New York; MoGra-w-Hill Book Co., 
1917), p, 278. 

•’ “Mantifaotures,” Eleventh Census of the. United Stales, Part III, p. 699. 
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Du Motay, and Lowe ® led to the introduction of so-called water 
gas. The manufacture of water gas at lower production costs 
had hardly overcome the opposition of coal-gas producers, how- 
ever, when the appearance of electricity as an hluminant brought 
the first important challenge to gas. 

The perfection of the electric arc in 1878 was followed in 1881 
by the appearance of the incandescent electric lamp. The eco- 
nomical use of gas for heating purposes had not as yet been 
demonstrated, but the superiority of the electric lamp from the 
standpoint of safety and illuminating value soon encouraged the 
search for new uses. The cost of gas was gradually reduced, and 
its use was extended to domestic and industrial heating. Not- 
withstanding the growth and development of central station 
electric lighting, the gas industry continued to expand. More 
and larger uses for gas were found. The appearance of electricity 
served not so much to retard its development as to force it into 
a new field of public service, where its natural superiority was to 
be demonstrated. In 1889, 714 of the then 1,244 cities in the 
United States, each with a population in excess of 2,500, were 
supplied with gas. 

In 1899 the gas industry had grown to include 877 establish- 
ments with a capital investment of 1667,000,000, a product 
valued at $76,000,000, and an employed personnel of 28,000 
persons, earning approximately $18,000,000.'^ Of the 1,653 cities 
in the United States, each with a population in excess of 2,600, 
827 were supplied with gas. Of these cities, 798 were served by 
one plant each ; 22 cities by 2 plants each ; 4 cities by 3 plants 
each; and Chicago claimed 4, Boston 6, and New York 13. 

In 1939 the manufactured gas industry had gross revenues of 
$365,160,000 from the sale of 362,409,100 thousand cubic feet of 
gas to 10,044,980 customers in areas with a total population of 
48,258,800. The population to customers ratio was 4.8. The 
larger importance of the natural gas industry in recent years is 
indicated by its gross revenues of $448,859,300 from the sale of 
1,328,242,600 thousand cubic feet of gas to 7,453,930 customers 
in areas with 34,298,000 population.® The lower cost of natural 
gas has permitted great expansion in gas consumption, particu- 


" "Manufactures,” Twelfth Census of the United States, Part IV, Vol. X, p. 714. 

‘Annml Statistics of the MaHufactwred Gas Industry in 1939, p. 21; Annnnt 
Statistics of the Natural Gas Industry in im, p. 14. (New York: American 
Gas As.sopiation, 1940). 
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larly for industrial purposes, where low energy costs are much 
more important than they are for the domestic user. 

Technical aspects of gas production. The service of gas sup- 
ply requires the maintenance and operation of a central manu- 
facturing plant, a central storage facility, and an extensive dis- 
tribution system. The manufacturing plant consists of an elab- 
orately constructed “works,” where the physical and chemical 
processes of gas generation are carried on more or less continu- 
ously. The storage facility consists of a sizable gas holder, to 
which gas is conveyed as manufactured and upon which the dis- 
tribution system draws for the satisfaction of consumer require- 
ments. The distribution system includes low-pressure mains, 
in some cases high-pressure transmission mains for distant con- 
veyance, reducing stations, and service lines. The nature of the 
production process, the nature of the demand for service, the size 
and layout of the city, all enter into the determination of the 
division of the capital investment between the “works” and the 
storage and distribution facilities. The investment in the stor- 
age and distribution . facilities is usually double the investment 
in manufacturing plant and equipment. 

The gas industry today is organized technologically for the 
production of several kinds of gas, the most important of which 
are carbureted water gas, straight coal gas, mixed coal and water 
gas, and oil gas. The manufacture of coal gas consists of the 
destructive distillation of bituminous coal. Coal is heated for 
several hours in fire-clay retorts, which are in turn heated from 
without by coal, gas, or oil furnaces. Gas, consisting chiefly of 
hydrogen, methane, and, to some extent, carbon monoxide, is 
drawn off, and a carbon residue, coke, is left. This gas is passed 
through several purifying, condensing, and by-product extract- 
ing processes, after which it is measured and conveyed to the gas 
holder. The chief by-products are coke, tar and tar oils, and 
ammonia. High-temperature carbonization yields larger quan- 
tities of gas, and the gas has larger hydrogen content and more 
by-product ammonia. Low-temperature carbonization yields gas 
with higher calorific value and more by-product coke and tar. 
On the average, under low-temperature carbonization, gas con- 
tains 45 per cent of hydrogen. The problem of coal gas engi- 
neering consists in procuring the highest possible advantage from 
high-temperature carbonization in quantity and quality of gas 
and in by-product extraction. A ton of coal under low-tempera- 
ture carbonization can be expected to yield 400 cubic feet of gas. 
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Under high-temperature carbonization it can be expected to yield 
from 8,000 to 12,000 cubic feet of gas, about 1,300 pounds of coke, 
12 gallons of tar, and 30 gallons of diluted ammonia. 

Coal gas manufacture is frequently supplemented within the 
establishment by water gas manufacture. Carbureted water 
gas is often used to enrich coal gas from the standpoint of calorific 
value or candle power. Water gas installations are frequently 
used to meet the requirements of peak loads and emergency de- 
mands upon the production system. The water gas generating 
facilities can be set in operation within a relatively shorter time 
than can coal gas generating facilities. 

The manufacture of water gas involves the passing of steam 
over a bed of incandescent carbon in the form of coke, the chemi- 
cal reaction resulting in the generation and combination of carbon 
monoxide and hydrogen. This' is known as “blue water gas.” 
Blue gas possesses lower calorific and luminous value than is 
generally required for consumption purposes. This deficiency is 
overcome by enriching or carbureting the blue gas through the 
generation of oil gas in combination. Oil is sprayed into a hot 
carbureter, where it is converted into oil gas composed of hydro- 
gen, methane, and other hydrocarbons. The carbureted water 
gas then passes through purifying and condensing processes into 
a relief holder. In some instances it is mixed with unpurified 
coal gas before purification. Water gas generation is usually an 
intermittent process, because of the necessity for reheating the 
bed of coke after the “run,” lasting about four minutes, followed 
by the “blow,” a blast of air lasting about one minute. The gas 
is collected during the “run” in the relief holder, and the delivery 
to the storage holder is thereby equalized. 

Where the relative cost of coal and oil permits, gas is often 
manufactured from oil. Oil and steam are blown into the gen- 
erating apparatus and an air blast is also admitted. After a 
heating period of a few moments, gas is drawn off and passes on 
through purifiers to the holders. Oil gas _ resembles coal gas 
more than water gas. Its advantage lies in. its luminous quality 
rather than in its calorific value. The cost of oil, however, con- 
tinues to present an economic obstacle to the development of 
oil gas generation.® 

The rapid growth in the recent past of long distance pipe 
lines for the transmission of natural gas from oil fields to the 


“ The preceding historical and technological sketch of the gas industry ’ 
furnished by Professor Jaihss P. Adams, of Brown University. 
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large metropolitan centers has added new problems for the in- 
vestor. The companies which produce such gas are usually oil 
companies, but the transportation, which is a major cost factor, 
is generally undertaken by independent corporations, in which 
a gas utility may have an investment interest. To the extent 
that natural gas instead of manufactured gas is sold to the con- 
sumer, investment in production facilities may be reduced and 
the customary plant turnover and operating ratio increased. 
Since natural gas has greater heating value than manufactured 
gas, there has been a tendency toward the measurement of gas, 
not by cubic feet, as before, but by a unit of heating value, the 
therm. 

Gas industry compared with electric power and light. In 
many ways the gas industry is less flexible than the electric 
power and light industry. A gas company, once established and 
equipped with a plant and mains, represents a relatively fixed 
investment, a point which is largely explainable by reference to 
the type of distribution system required. Mains must be under 
ground, whereas electric wires may be overhead, and thus the 
latter are more easily moved or extended for considerable dis- 
tances. A gas company, therefore, after certain limits of expan- 
sion have been reached, can extend its area of service only with 
difficulty, and it can make adjustments to the needs of its cus- 
tomers only within narrow limits. Furthermore, it is uneco- 
nomical for a gas company to operate in cities below a certain 
size. In small communities overhead cost of establishing the 
plant and laying the mains is often not justified by the amount 
of business the company can do. On the other hand, those com- 
panies serving thickly populated areas enjoy the advantages of 
large-scale production, effective utihzation of distribution facili- 
ties and, consequently, they enjoy both low production and low 
distributing costs. 

Because of this inflexibility it is especially necessary for the 
prospective investor to study the size and future prospects of 
the company in which he anticipates investing. Companies lo-. 
cated in areas whose population is declining, or in small and 
slowly developing communities, are not, as a rule, attractive. 
The cost of distribution is often high for such. companies and 
their opportunities 'of developing or of increasing profits are 
limited. Furthermore, it is often impossible for such companies 
properly to diversify the t3q)es of customers to which they sell. 
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with the result that the prosperity of the company is too often 
tied up with the fortunes of a few local industries, which may 
mean undue fluctuations in revenue from year to year. 

The operation of a gas plant does not involve quite the same 
problems in connection with the character of the demand for 
service as were found to exist in the electric light and power in- 
dustry. The problem of adjusting the capacity of a gas works 
to maximum demand is related essentially to its distribution 
facilities, and not to its plant. The capacity of a gas plant is 
adjusted to meet the maximum daily demand on the basis of 
continuous operation, and not the maximum instantaneous load, 
as with an electric light and power plant. When the production 
of a gas plant exceeds send-out, the excess is stored in the storage 
holder. When send-out exceeds production, the distribution 
system draws upon the holder. The distribution facilities, how- 
ever, must be adjusted to meet the maximum instantaneous de- 
mand (usually measured as a maximum hourly demand). It is 
nevertheless true that gas companies can operate to better ad- 
vantage where there is a high diversity factor among customers 
and where the maximum hourly demand approaches the average 
hourly demand over a 24-hour period. In small communities 
there is less opportunity for ideal demand conditions than in 
large cities. 

Effect of competition with electricity. As previously sug- 
gested, the gas industry went through a rather severe test period 
in this country during the first two decades of the present cen- 
tury. At the opening of the present century, gas was used 
largely for illuminating purposes. The superiority of electricity 
however, in respect to comfort, safety, and convenience, as well 
as to economy, caused a rapid transformation. As a result, the 
gas industry lost a considerable market for its product, and this 
fact at the time made it appear that the industry might ex- 
perience a permanent decline. 

The development of new home uses for gas and the rapid in- 
crease in industrial consumption, however, have more than offset 
the market lost in the field of illumination. Durmg the first 
three decades of the present century, there was a very rapid and 
consistent gfowth in the volume of gas sold m this country, 
whether measured in terms of doUars or in millions of cubic feet 
of output, in spite of the competition of electricity. The total 
increase in annual production from 1899 to 1929 was, m fact, 
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more than 560 per cent.^“ More recently the volume of manu- 
factured gas business has been stabilized, largely as a result of 
the rapid expansion of the natural gas division of the industry. 
An increasing proportion of output has been sold to industrial 
users. In the natural gas field, industrial consumption is the 
larger division of the busmess in terms of volume sold, although 
the domestic consumers contribute the major part of revenue.” 
An increase in the proportion of industrial consumption tends 
to make gross revenues more variable from year to year; home 
consumption fluctuates less in response to changes in business 
conditions. 

Analysis of gas companies : extent of utilization. In the gas 
industry the “mile of main” is often used as a basis for studying 
the economic position of- the industry in the community. Popu- 
lation per mile of main and customers per mile of main, on the 
other hand, provide a measure of the effectiveness with which 
the company serves its territory. If the population per mile 
of main is high, while customers per mile of main in a given case 
are relatively low, there is presumptive evidence that the selling 
efforts of the company have not been properly exerted, that prices 
are too high, or that the character of population is not conducive 
to satisfactory development. On the other hand, high figures 
for both population and customers per mile of 'main suggest 

“Based on data from Uniled States Bureau of Census Reports. 

GROWTH OP MANUFACTURED GAS INDUSTRY 

Quantity of 
Value of Gas Produced 

Number of Product M. Cu. Ft. 


Year Establishment.'! (000,000 omitted) (000,000 omitted) 

1899 877 $ 76 67 ' 

1904 1019 126 113 

1909 1296 167 161 

1914 1284 220 204 

1919 1022 329 344 

1925 919* 455 396 

1929 764* 613 438 

1935 520* 346 342 


* Until 1921 enterprises doing an annual business under $500 were omitted. In 
1021 the limit was raised to $5,000. In 1919 there were 74 reporting companies 
with an annual product between $500 and $6,000. 

The rapid inorease in the use of natural gas and the shift of some manufacturing 
companies to that category sinoe 1925 has altered tho signiaoanoe of the census 
data in the later years. See aimual statistics of the American Gas Association. 

“See Annual Statistics of the Manufactured Gas Industry and Annual Sta- 
tistics of the Natural Gas Industry (New York; American Gaa Association, 
annual). 
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better development, but may indicate that the limit of rapid ex- 
pansion has been reached. Low population per mile of main 
usually means a sparse or poorly distributed population, a situa- 
tion that often makes necessary a relatively high investment in 
distribution facilities. The average plant will show between 500 
and 800 consumers per mile of main, although in very thickly 
populated areas the figures will run substantially higher.^^ 

The number of meters per mile of main is the figure frequently 
used to measure the density of business. This ratio has particu- 
lar significance in the gas industry because of the relatively high 
investment required here in distribution facilities. Meters per 
mile of main commonly run between 100 and 150, although in 
larger cities the figures often run much higher. Thus New York 
has over 300 meters per mile of main. Ratios of this nature, 
however, should not be relied upon as conclusive evidence of the 
relative merits of a given company, for at best they merely indi- 
cate possible situations that should be verified by further study. 

Sales per unit of main. Other interesting comparisons center 
on sales per unit of main, in terms of cubic feet and in terms of 
dollars. Such measurements serve to indicate the effectiveness 
with which one company utilizes its investment as compared with 
other companies operating under substantially similar condi- 
tions. The ratio of cubic feet per mile of main is probably the 
more accurate of the two methods of comparison, for the question 
of different rates as between different companies is thus elimi- 
nated. Annual gas sales per mile of main, in terms of cubic feet, 
are subject to considerable variation as between communities on 
account of differences in customer density, but will normally 
range between 2,500,000 and 4,600,000 cubic feet. In very large 
cities, sales may run as high as 8,000,000 or 9,000,000 cubic feet 
per mile. In terms of revenues per mile of main, one finds a 
normal range between $3,000 and $7,600. 

Financial analysis : capitalization, gross revenues, and operat- 
ing ratios. The total capitalization of gas companies may be 
compared with gross revenues in much the same way as for elM- 
tric light and power companies. In view of the fact that the 
characteristic operating ratio of gas companies is somewhat higher 
than that of electric light and power companies, however, one 
would expect a somewhat lower capitalization in relation to gross 


per Voo'of p'opulS/sTrverTh:^^^^ ra^ge will be found between 1,26 
and 2 miles. 



438 INVESTMENT. SPECIAL. CLASSES OF UTILITIES 

sales. Actually, invested capital (bonds plus net worth) for 
manufactured gas companies amounted to $5.23 for each dollar 
of gross revenues in recent years.^'"* When a company purchases 
a substantial portion of its gas from another company, as from 
a natural gas company, its operating ratio is likely to be higher, 
and its revenues to invested capital ratio should be higher, than 
for the ordinary manufactured gas company. The table shown 
here covers the situation for selected New England companies 
in typical years during the prosperous 1920’s and during the late 
1930’s.i-‘ 


Total Capitalization per Dollar of Grosh Revenues 


im mr imo i9S7 uiss ms 

Bridgeport $3.45 $3.25 $3.16 $3.96 $4.17 $3.81 

New Haven 2.20 2i23 2.65 3.22 3.18 3.16 

Hartford.: 2.60 2.73 3.01 3.37 3.31 3.24 

Providence 4.26 4.31 4.44 5.38 6.38 5.21 

Springfield 3.56 3.76 4.03 6.59 5.65 5.56 


Bridgeport 74% 73% 71% 71% 72% 72% 

New Haven 81 80 72 83 82 82 

Hartford 72 72 73 82 ' 83 82 

Providence 67 63 56 70 74 70 

Springfield 77 ' 77 73 86 87 85 


The figures for these companies in cities of moderate size would 
suggest that where formerly the capitalization to revenues ratio 
ran from 2l^ to 4%, it has risen to a range of from over 3 to 51 / 2 . 
Moreover, operating ratios that formerly ran about 70 per *cent 
have tended to rise to about 80 per cent. The combination of 
tendencies is unfavorable and explams the relative lack of popu- 
larity of gas securities as compared with electric utility issues. 

A relatively low plant investment may compensate for a high 
operating ratio. The tendency to purchase increasing amounts 
of natural gas from outside producers has made possible increas- 
ing gross revenues without corresponding increases in investment. 
Whenever any substantial part of the capital funds are in invest- 
ments rather than in operating plant, it will be found more ap- 

Moody's Manual of Investments; Public Utilities (New York: Moody’.s 
Tnve.stors Service, 1939), pp. a54-aS6. Complete data on the gas busine.ss are 
difficult to obtain, for often the operations are conducted by the local electric 
company. Some idea of the extent of comm'on ownership may be had from 
Moody’s Public Utility Directory, {bid., pp. a95-al04. However, even where 
two different companies are shown in this directory, one may be a subsidiary of 
its fellow operating utility, 

Compjled by tire authors. 
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propriate to compare plant, rather than the capital structure, 
with the gross revenues. It is impossible, of course, to make gen- 
eralizations applying to the whole industry. These suggestions, 
therefore, should serve largely to direct attention to the basis of 
comparison rather than to serve as a standard for any particular 
company. What the ratio should be in a specific case will be 
determined after a study of other pertinent data. 

Analysis of capital structure. In regard to what constitutes 
a proper capital structure, and what constitutes proper safety 
factors for the bonds of gas companies, it may be said that essen- 
tially the same tests are applicable as were suggested for electric 
light and power companies. Interest charges should be earned 
at least twice over a period of years. Bonds should not exceed 
more than 50 to 60 per cent of capital structure, and where a 
supply of natural gas is used a policy of funded debt retirement 
within the probable life of the gas wells may be necessary. 

Summary. In summary it may be said that the gas industry 
has survived the severe crisis presented by the rapid develop- 
ment of the electrical industry and now appears to be in a satis- 
factory condition. ' Consequently, the securities of properly 
managed gas companies may be considered as conservative in- 
vestments. At present, the number of gas meters in receivership 
is extremely small. Except one or two small subsidiary com- 
panies, no manufactured gas properties are now in the hands of 
receivers. The greatly increased availability of natural gas_ at 
low prices in recent years has done much to enhance the position 
of this branch of the industry. Since more than half of the sales 
of natural gas have been for industrial purposes, the fluctuations 
in demand are sharp. The mushroom growth of many natural 
gas producers not engaged in retailing, and the low levels to 
which business activity has dropped, have resulted in a great 
deal of financial disturbance among such companies. Natural 
gas companies which sell wholesale to utilities instead of retan 
to the ultimate consumer should be regarded as industrials with 
a depletion type of asset rather than as utilities. Very often the 
gas business is carried on by the same corporation that conducts 
the local electric light and power operations. While this com- 
bination may hinder the type of analysis outlined, it should tend 
to reduce the somewhat greater investment risk usually attrib- 
uted to an independent gas company. ■ r V 4 - 

Although perhaps not so widely recognized as the electric light 
and power industry, the industry engaged in the inanufactuie 
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and sale of gas nevertheless plays a vitally significant role in our 
industrial and commercial life and will no doubt continue to 
play an increasingly important part for some time to come. 


Electric Railways — Street and Interurban 

Unfortunate position of electric railways. The electric rail- 
way industry is in perhaps the most unfortunate position of all 
the so-called public utilities. In outward appearances, at least, 
the industry started under auspicious circumstances and showed 
a fairly healthy growth until economic conditions began to 
change during the World War I. In 1890 we find 789 companies 
operating 8,123 miles of track. By 1902 the number of com- 
panies had increased to 987, tod trackage had increased by more 
than 150 per cent, amounthig to 22,577 miles. By 1912 the 
miles of line operated had increased to 40,065, and in 1917, to 
44,835.^“ Since that time there has been an actual decrease in 
miles of track operated, and the bus has increasingly taken its 
place. The present situation is best seen in the following table : 

MILES OF TRACTION SERVICE OPERATED 
DECEMBER 31, 1939^ 

Surface Railway 19,488 

Bus Routes 34,846 

Trolley Bus Routes 1,694 

Rapid Transit 1,368 

Total...: 67,396 

* Tranafl Journal, vol. St, p 8 (Janxiary, 1840). 

Recent receiverships. The entire story of the failure of elec- 
tric railway companies to live up to the performances of other 
public utilities is not told, however, in terms of miles operated. 
An even more unattractive picture is found in the record of re- 
ceiverships of electric railway companies. Evidence of this 
nature is given in the table on page 441. 

Cause of present situation. While it is true that the electric 
railways of this country have suffered severely from the com- 
petition of other forms of transportation, notably the bus and 
the private automobile, as well, as from rising costs of operation, 
it is also true that the early development of many electric rail- 
way companies was not entirely sound. These companies were 

^^Statistical Abstract of the United States, 3930, p. 422. Much of the mileage 
operated in 1890 was adapted to horse cars. 
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ELECTRIC RAILWAYS PLACED UNDER RECEIVERSHIP; 1910-1939* 
(Five-Year Annual Averages) 


Outstanding Secobities 
Number of Stocks Bonds 

Number of Miles of (Thousands (Thousands 
Years Companies Track of Dollars) of Dollars) 

1910-1914 17 459 25,829 38,384 

1916-1919 29 1,753 77,994 112,318 

1920-1924 16 842 24,579 36,143 

1925-1929 11 775 23,612 47,611 

1930-1934 13 1,441 68,085 132,366 

1935-1939 5 432 18,159 31,083 


* Statishcal Ahstraci of the Vmted Staten, 1934, p. 374, 1939, p. 427; Transit Journal, 
Annual Statietioal Number, January, 1940, p. 20. 


frequently overcapitalized. This is not strange, however, when 
one considers the novelty that electric traction held for the public 
from, say, 1890 to 1905, the optimism with which this form of 
transportation was first received, and the absence of regulation. 
Promoters, quite naturally, capitalized the concerns in which 
they were interested on the basis of the earning power that they 
expected would later develop; and, when mergers or consolida- 
tions of independent lines into systems took place, the operation 
of increasing capitalization was repeated. In this way the in- 
dustry was in a vulnerable position when it was required, to face 
the test of adverse conditions, induced partly by rising prices and 
operating costs during the war and partly by the wide increase 
in the use of private automobiles and buses. 

Competition and the electric street-car. The major factor in 
the decline of the street railway is found in the rise of the private 
automobile. The rise of passenger automobile registrations in 
the United States is compared with the traffic for the traction 
industry in Figure 16. The statistics up until about 1924 repre- 
sent the electric railway but thereafter a growing amount of 
motor bus and trolley bus traffic is included in the total. It will 
be noted that the peak in revenue passengers carried was reached 
in the year 1926. 

In all but the larger communities the electric railway has dis- 
appeared, to be replaced by the motor bus where sufficient traffic 
would support the smaller investment of the latter. The motor 
bus is more economical when traffic density falls below a certain 
level. Where congestion occurs and traffic volume is heavy, the 
greater investment of the electric street railway is justified. In 
a few metropolitan centers the problem of passenger movement 



442 INVESTMENT. SPECIAL CLASSES OF UTILITIES 


is on such a scale as to make even the high investment of the sub- 
way or elevated railway economic. The electric interurban rail- 
way, so important at the beginning of the century, has virtually 
disappeared save where it serves as a long distance suburban 
service to a large city. 



Figure 16— Trends of Traction Passenger Traffic and Passenger Automobile 
Registrations — ^United States.^* 


Rising costs of operation, rates, and profits. The financial 
difficulties of our electric railways after 1917 were probably due 
as much to the rapid increase in commodity prices and wages as 
to any other one cause. This increase in operating expenses 
proved particularly burdensome to the traction companies, since 
they were often prevented, by reasons partly political and partly 
economic, from raising the prices of their services correspond- 
ingly. The combined operating ratios of electric railways in- 
creased from 58.7 per cent in 1912 to 74.9 per 'cent in 1927.^'^ 
This situation is more strikingly shown in the matter of wages. 

“Passenger Traffic estimates based on Census data supplemented by esti- 
mates of American Transit Association, New York. Registrations; StaListical 
Abstract of the United States, 1939. p. 393. 

^''Statistical Absiraot of the United States, 1930, p. 422. 
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In 1913, for instance, wages absorbed nearly one third of the 
operating revenue of a typical traction company. They in- 
creased 111 per cent between 1913 and 1928, while during the 
same period cash fares increased but 66 per cent.^® 

Recent tendencies. In contrast with the situation in the elec- 
tric light and power industry, which recovered rapidly after the 
postwar depression, operating results of electric railways con- 
tinued to be unfavorable. The peak of operations was reached 
in the inid-1920’s. A major decline in the early 1930's was suc- 
ceeded by some recovery, to a new and lower level of operations. 

Some companies discontinued operations. Others substituted 
bus equipment or were succeeded by a bus company. In major 
cities a mixed system of equipment prevails, often operated by 
a single company. The importance of inexpensive mass trans- ' 
portation in the large congested city has resulted in^ municipal 
ownership and operation in a number of cases where inadequate 
fares or other difficulties made private operation unable to pro- 
vide the necessary service. The problems which confront the 
traction industry make it generally speculative _and_ make ex- 
tremely careful scrutiny of the individual situation important. 

Analysis of territorial factors and population. A study of the 
securities of individual electric railways presents certain interest- 
ing problems. In the matter of population distribution, it is 
important that an analysis be made of the extent of population 
served, the normal community growth, and the distribution of 
population. Topographical features likewise have an important 
influence on costs. The presence of grades adds to operating 
costs, while communities situated along river banks or shore 
fronts can expand in only one direction. Where the latter situa- 
tion exists, the traffic density on certain lines of the local railway 
system is often kept down, especially where the lines do not run 
through the center of the areas they serve, but on the outer edge. 
Growing suburban areas are often more advantageous to the trac- 
tion company than are heavily populated centralized areas, in 
localized areas the average haul is often so short that an increase 
in fares tends to discourage riding, whereas, if the average haul 
is long, transportation is indispensable. On the- other hand, 
thinly populated areas located at some distance from the civic 
center of the community are not desirable, for they make neces- 
sary long hauls with inadequate traffic. 

'^American Eleotrio, Railway Association, Bvlletm No, S78, October 1. 1929. 
p. 42. 
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Measurements of traffic density. Traffic density of an electric 
railway may be computed either by dividing the number of 
passengers carried annually by the number of car miles run, or 
by dividing the number of revenue passengers carried annually 
by the total investment of the company. The first ratio fur- 
nishes information concerning the extent to which actual cars 
operated have been utilized; the second indicates the number of 
passengers accommodated or handled per dollar of investment. 
Fares charged should be taken into consideration when the pre- 
ceding ratios are compared for different lines. A road with a 
five-cent fare will, of course, have to carry twice as many pas- 
sengers as a road charging a ten-cent fare, in order to derive the 
same gross revenues. 

Capitalization per mile of track. Another basis sometimes 
used for comparing different roads is capitalization per mile of 
track. Such a study has the advantage of testing the value of 
the equities behind a particular issue of bonds or stock. In 
using this base, however, one must consider the nature of the 
territory served. The former Interborough Rapid Transit (New 
Tork), for instance, was capitalized in 1929 at $824,600 per mile 
of track operated, while funded debt amounted to about $686,- 
200 per mile. The Boston Elevated, on the other hand, was 
capitalized at $218,200 per mile, whereas funded debt amounted 
to $109,400. These figures are not excessive, when one considers 
the elaborate subway and elevated construction necessary and 
the extremely heavy traffic handled, especially by the former 
system. In smaller cities, ranging froin 100,000 to 260,000 popu- 
lation, a total capitalization of $60,000 per mile of track probably 
is the customary maximum. In such cases bonded debt should 
not exceed $25,000 to $30,000 per mile. In small communities, 
the local situation is controlling in respect to the value of track- 
age. Where there is adequate traffic to assure profitable opera- 
tion, trackage may have a value as high as $20,000 to $30,000 a 
mile. In other cases, where traffic is so light that operating costs 
are not being met, trackage may be worth only its junk value.^” 

Operating ratios, capital structure, charges, and earnings. 
Regarding the matters of operating ratios, the relation of funded 
debt to total investment, and the relation of charges to earnings, 
practically the same conditions will exist as were previously sug- 

“Even during the prosperous years 1921 to 1930, inclusive, about 8,267 miles 
of track were sold under foreclosure. Statistical Abstract of the United States, 
1931, p. 445. A considerable portion, was later abandoned a.? woithles.s. 
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gested for other types of public utility companies. Operating 
ratios today for a traction company will probably have to aver- 
age from 70 to 75 per cent if the company is to make a fair return. 

In regard to bonded debt and fixed charges, the condition of 
the industry demands, perhaps, more conservative limits than 
would be true for electric power and light or gas bonds. Al- 
though a succeeding equity which, in terms of market value, 
equals the amount of bonds outstanding might well suffice in the 
former case, a succeeding equity of one and one-half to two times 
the bonds outstanding should be sought in the case of traction 
bonds. Likewise, charges should be earned, not two times, but 
preferably from two and one-half to three times, in the case of 
traction bonds, if one is to obtain protection against further un- 
favorable developments. Or, the investor may prefer to adopt 
standards similar to those for other utility bonds and avoid all 
situations except those in which the traffic situation has become 
stabilized or shows some favorable growth. 

Maintenance and depreciation policies. A constant check on 
the maintenance and depreciation policies of the company is 
likewise very important. Because of the tendency in major 
companies to use various kinds of equipment, standards are diffi- 
cult to set. The age qf the equipment of the particular company 
should be studied. In general, since 1913 the poorer financial 
condition of the traction companies has resulted in inadequate 
maintenance, depreciation, and replacement.^® The proper 
maintenance of equipment is essential if invested capital is to 
retain the value at which it is shown in the accounts and if in- 
come is not to be misstated. Experience also shows that reason- 
ably modern and comfortable equipment is an important factor 
in retaining traffic. 

The traction problem. In the more congested metropolitan 
areas, the need for traction service contmues because in no other 
way can the mass transportation of the working population to 
the shopping and the industrial sections be handled. Compared 
with the private automobile or even the ordinary bus, the street- 
car or train can handle a much larger number of persons with less 
congestion. 

In many cities, particularly where the service has threatened 
to break down under private management, the importance of 

Passenger equipment of various types ordered since 1912 may be studied in 
Transit Journal, Vol. 84, p. 9 (January, 1940). Total equipment as of December 
31, 1939, is found in ibid., p. 8. 
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such personal transportation has been evidenced by the assump- 
tion of the burden by the municipality. An interesting case is 
that of New York City where the backbone of the system has 
consisted of subways, elevated, and surface lines. Because the 
retention of the five-cent fare had been made a political issue it 
was impossible to raise fares to cover the higher costs that fol- 
lowed World War I. Financial debility set in. The Interbor- 
ough Rapid Transit Company was reorganized in 1922 but re- 
turned to receivership in 1932. Meanwhile, the city found it 
necessary to advance funds where new construction was required 
to keep pace with expanding service needs. Finally, in 1940, 
after protracted negotiations, the city took over the system by 
offering its own general credit obligations for the securities of the 
Interborough and the Brooklyn-Manhattan Transit Company. 
In view of the potential political repercussions that would accom- 
pany an attempt to increase fares, it is likely that the taxpayers 
will continue to subsidize the system. 

In communities where trafi&c is lighter, the bus, which requires 
much less capital investment, has taken the place of the street 
railway. The securities of bus companies are generally classed 
as the most -speculative of utility issues. Actually many of the 
economic characteristics of their business, such as higher capital 
turnover and operating ratio, resemble those of the industrials.' 
Each company and security should receive individual considera- 
tion. Ability to hold traffic, to earn a reasonable return, and to 
provide comfortable niodern equipment through an adequate 
program of replacement are essentials of a sound company, 
whether a street railway or a bus company. 

Water Companies 

General. The supplying of water is one of the oldest forms of 
utility service. Important as the industry is to the public, it 
does not occupy a commensurate place in the field of investment. 
In many communities, particularly in the larger ones, water 
systems are owned and operated by the municipality itself. 
Accordingly, most of the privately owned water works that exist 
in this country are found in small communities. Only nine cities 
of the United States with a population in excess of 100,000 now 
have privately owned plants, (A few other private companies 
serve areas or groups of conununities with this population total.) 
Furthermore, even in smaller' cities, there is a tendency toward 
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municipal ownership. Where private water companies operate, 
an unsatisfactory political situation often reacts on the popu- 
larity of the security. 

Sources of supply; territory; population. In an examination 
of the securities of privately owned water companies, the recom- 
mended procedure is much the same, in general outline, as that 
suggested for other utility companies. One should start first 
with a study of those broader elements of the situation, such as 
sources of supply, territorial characteristics, and population. 
One of the most important factors that make for stability in the 
earnings of water companies is an adequate supply of pure water. 
It is true that impure water may be made satisfactory by the 
use of filtration plants, but the process involved adds to produc- 
tion costs. The five most common sources of water supply are 
as follows: lakes, ponds, springs, rivers, and artesian wells. It 
is of the utmost importance that the supply, whatever its source, 
be constant. With lakes, ponds, and rivers, much depends upon 
the drainage and the regularity of rainfall in the area served. 
Where the rainfall is irregular, adequate reservoir facilities are 
necessary to assure supply during times of drought. With 
artesian wells, there is less dependence on rainfall, yet a sustained 
drought may jeopardize this supply also. 

The nature of the territory served by the water system is also 
an important factor to analyze. Here our interest lies in the 
extent to which gravity, instead of a pumping plant, may be used 
as a means’ of distribution. The nature of the soil and the char- 
acter of the topography also make a difference in the cost of 
installing and maintaining mains. The density and average per 
capita wealth of the population in the area served will determine 
the extent to which plant and equipment can be utilized prof- 
itably. Plants serving sparsely settled territories naturally 
require a much heavier investment in relation to sales than do 
thickly populated areas. Similarly, wealthy communities use 
more water per capita than do poorer ones. The problem of 
distribution for water companies is similar to that for gas com- 
panies, and it is possible to work out the same kind of data on 
density and utilization for the former as was done for the latter. 
For example, in comparing one company with another, “cus- 
tomers per mile of main,” “population per mile of main,” or sales 
(either in terms of dollars or cubic feet of water) will all prove 
valuable ratios. 
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Capitalization statistics. Similar investigation may be made 
in respect to capitalization. Thus, we may compare the capi- 
talization "per mile of main,” "per thousand cubic feet of water 
sold,” “per dollar of gross revenue,” or “per customer” of differ- 
ent companies. It will be found that many of the better- 
managed companies are capitalized from $35 to $45 per capita 
of population served. Cities and towns under 50,000 population 
should not be capitalized substantially over $40 per capita. 
Larger cities can safely show a somewhat higher capitalization if 
the use of water is greater per customer, although, as a rule, 
capitalization per capita will be lower in the larger cities. 

Most of the investment in water companies is fixed, and be- 
cause of the marked stabihty of earnings, one may expect to find 
a relatively high ratio of bonds to stock equity among such com- 
panies. Normally, operating ratios will be low for such com- 
panies, because very little labor is required except that used in 
connection with maintenance and repairs. The fact that so large 
a part of the cost of water service is for the use of capital and 
that municipal credit commands a lower interest cost than does 
private corporate credit largely explains why this field is favor- 
able to municipal ownership. 

Maintenance and depreciation. The problem of maintenance 
and depreciation is present in the case of water companies as in 
that of other public utilities. While depreciation of a water 
plant may be slow, it is nevertheless sure. However, the aggre- 
gate depreciation rate to be applied in different companies will 
vary. If one company is required to operate an elaborate pump- 
ing plant while another depends upon gravity, the former may be 
expected to have a higher depreciation rate than the latter. In 
any event depreciation is recognized by the courts as a legitimate 
charge against earnings of water companies no less than of other 
utilities.^^ 

Investment risk and the franchise. Were it not for the pos- 
sibility of the condemnation proceedings that at all times 
threaten private water companies, very little investment risk 
would be present. Water companies supply the most necessary 
of all utility services and unquestionably enjoy the greatest sta- 


“ Knoxville r. KnoxvilUe Water Company, 212 U. S. 1, 14, 29 Sup, Ct. 148, 
162, 63 L.iEd. 371; Des Moines Water Co. v. City of Des Moines, 192 Fed. 
193. Although the matter at issue in the Knoxville case was the right of a 
company to charge depreciation, the case is often cited to show the attitude 
of the courts toward depreciation in general. 
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bility of demand for their product. There is no substitution for 
the products of the water company. Fluctuation in earnings 
arising from changes in demand are almost unknown. Further- 
more, the credit risk inherent in private enterprises is eliminated, 
for, if payments are not promptly made upon the rendering of 
statements, the supply is cut off. Many companies, in order to 
avoid risk, even require from some customers advance deposits 
which are equal to the charge for normal consumption for one or 
two months. 

The existence of a long-term franchise is not necessarily a pro- 
tection against possible confiscation, because a municipality may 
take over property by condemnation and obtain an unfairly low 
valuation in the settlement. A more desirable situation is that 
in which the franchise contains a clause defining the exact condi- 
tions under which the city may purchase the property. There is 
then less likelihood of a dispute over the price and terms of ac- 
quiring the property. 

The danger of confiscation is, of course, minimized where 
rates are equitable and reasonable. Where a high rate is neces- 
sary to enable the company to show a proper return on its capital, 
the situation is not entirely desirable, inasmuch as high rates, 
regardless of the ultimate return afforded, engender a feeling of 
hostility. Where rates and the resulting return are both reason- 
able, private operation may be tolerated for an indefinite period. 

Market for water company securities. Bonds of private 
water companies, and particularly stocks of independently oper- 
ated water companies, are not a well-known tsqae of investment. 
The market for such securities is therefore narrow. Neverthe- 
less, issues of the better-managed companies invariably sell on 
as favorable a basis as other utility issues, often because of the 
local demand that exists for such securities. It cannot be said, 
however, that the bonds of smaller water companies in distant 
locations are an attractive investment for the average investor. 
It is true that there may be a minimum of investment risk, yet a 
definite knowledge of this fact cannot always be easily estab- 
lished, and the outsider often pays a premium to account for a 
local prejudice in favor of the issue. In a particular case, local 
politics or contested features in the franchise may create risk 
which may prpve disagreeable to the outside investor, and which 
the local investor is often in a much better position to anticipate 
because he is able to keep constantly in touch with the changing 
situation. 



450 


INVESTMENT, SPECIAL CLASSES OF UTILITIES 


Telephone and Telegraph Companies 

Organization of the industry. The telephone field in the 
United States is dominated by the American Telephone & Tele- 
graph Company, and practically all the telegraph business of the 
country is controlled by the Western Union Telegraph and Postal 
Telegraph companies. The American Telephone & Telegraph 
Company at one time owned about one fifth of the total common 
stock of the Western Union Telegraph Company and attempted 
to coordinate the activities of the two companies, but was obliged 
to abandon this plan in 1913 on account of the attitude of the 
Government.^- At the present time there is no connection be- 
tween these three companies. 

Development of the telephone. The telephone industry in 
this country has shown a remarkable development. The figures 
in the table on this page show this growth as reflected in the 
number of telephones, operating revenues, and investment in 
plant and equipment. 

GROWTI-I OF THE TELEPHONE INDUSTRY: 1902-1937* 

(000 Omitted) 


Number of OperaMng , Plant & 
Year Telephones Revenues Equipment 

1902 2,371 . . 

1907 '6,119 . . 

J912 8,730 

1917 11,717 $ 382,830 $1,492,329 

1922 14,347 665,568 2,206,183 

1927 18,623 1,023,674 3,548,876 

1932 17,424 1,061,530 4,791,903 

1937 19,453 1,180,028 6,001,803 


^ Compiled froni HlatiUical Abstract of the United States, and liureau of CenbUR, 

Census o/ Electric Industries, Telephones, aTid Teleffraphs, 1937, p, 3. 

Almost all telephones are connected with the long distance net- 
work of the Bell system (American Telephone & Telegraph Com- 
pany), but about 4,121,000, or 21 per cent, were owned by in- 
dependent companies in 1937. It is thus evident that any 
discussion of telephone and telegraph securities must deal very 
largely with the Bell system, which consists of the American 
Telephone & Telegraph Company and associated companies. 

Analysis of American Telephone & Telegraph Company. 
The American Telephone & Telegraph Company owns a con- 
trolling interest in nineteen companies and a minority interest 

“Stehman, J, W., The Financial History of the American Telephone & Tele- 
graph Co. (Boston: Houghton Mifflin Co., 1926), pp. 147-164. 
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in two companies associated with it in the Bell System. It also 
has substantial holdings in the Canadian and Cuban systems. 
It owns and operates the toll hnes which Imk the system together 
and owns practically all the stock of the Western Electric Com- 
pany, which manufactures equipment and supplies. The income 
lhat the American Telephone & Telegraph Company receives, 
therefore, consists of dividends and interest paid on its security 
holdings, and of payments received for services rendered under 
contracts with subsidiary companies, which services include the 
furnishing and maintaining of telephone instruments, provision 
for interconnections between regional operating companies by 
long distance lines, short-time as well as permanent financing, 
developmental research, and patent protection in connection with 
the art of telephony. As with holding companies in general, 
here also we must consider real earnings to be, not the_ actual 
dividends and interest received from securities of subsidiaries 
owned, but the proportionate equity in undistributed earnings 
of subsidiaries. 

Financial condition of parent company. Earnings of the par- 
ent company have shown a consistent and fairly regular annual 
increase for many years, as might be expected from the dominant 
position of the company and the data given above. The ex- 
pansion of earnings for the common stock equity may be seen by 
decades from the following table: 


NET INCOME AND DIVIDENDS PAID* 


Ymr Nei Income\ 

1900 ® 5 , 486,058 

1910 26 , 855,893 

1920 51 , 821,216 

1930 165 , 544,707 

1939 172 , 686,539 


Dividends Paid 
$ 4 , 078,601 
20 , 776,822 
36 , 376,793 
139 , 238,073 
168 , 181,146 


* Compiled from annual : 
t Net income of holding ' 


not conaolidated. 


This growth has been balanced by regular increases m the 
number of shares outstanding. In only two years between 1900 
and 1930 were there any decreases in net profits: m 190b and in 
1914 slight recessions were registered. The management has 
aimed at stability and investment standing for its common 
stock, and consequently the record shows no spectacular stock 
dividends or split-ups and the dividend record has been steady. 
However, there have been opportunities froin time to time lor 
subscription to new stock on a favorable basis. In the recent 
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years of depression, surplus has been drawn upon to maintain 
a regular dividend rate, as shown in the following table : 

AMERICAN TELEPHONE & TELEGRAPH COMPANY 
Phb Shabb Earnings’' 


Consolidated Holding Dividends 

System Company per Share 


1939 $10.18 

1937 9.76 

1935 7.12 

1933 5.38 

1931 9.44 

1929 15.22 

1927 13.69 

'* On average ahares outstanding. 


$ 9.24 ,19.00 

9.62 9.00 

6 74 9.00 

7.37 9.00 

9.05 9,00 

12.67 9.00 

11.76 9.00 


The maintenance of dividends from previously accumulated 
surplus is a sound policy so long as it does not reduce the working 
capital position unduly. Such a policy may arouse the attacks 
of utility baiters but is much appreciated by a legion of stock- 
holders, small and large. The strength of the capital structure 
position may be judged from the fact that the bond interest of 
the American Telephone & Telegraph Company, when added to 
the interest and preferred dividends of subsidiaries, was earned 
over three times even in 1933. 

The monopolistic character of the industry, the vitally impor- 
tant part it plays in our economic structure, its favorable public 
•relations and conservative policies which should result in reason- 
able regulation, and its splendid financial record, all combine to 
give the securities of the company a high rating at the present 
time; 

Subsidiary company investments. In analyzing the securities 
of the subsidiary companies of the Bell System, it is necessary 
to determine the past earning record of the company under con- 
sideration, its opportunities for growth, the attitude of local 
regulatory bodies, and its capital structure. The bulk of the 
underlying securities are bonds of the subsidiaries and enjoy very 
high ratings. A few of the subsidiaries, such as Pacific Tele- 
phone & Telegraph, have preferred issues which rate high even 
though, as a result of large margms of assets and earnings, they 
are junior to bonds. A few of the subsidiaries, particularly New 
England Telephone & Telegraph, Mountain States Telephone 
& Telegraph, and Pacific Telephone & Telegraph, have, in the 
hands of the public, common stocks which also rate well. 
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Independents limited. While there are a number of inde- 
pendent telephone companies in the United States, they operate 
only a limited number of the country’s total stations. Invest- 
ments in such companies should be made cautiously and only 
after a careful survey of the territory in which they operate and 
of their relations with the Bell system, and a thorough study of 
their earnings and capital structure. An analysis of mainte- 
nance and depreciation policy is particularly important. It is 
generally true that small independent companies — ^that is, com- 
panies with a gross income of less than $1,000,000 — are at a dis- 
tinct disadvantage in respect to overhead costs and consequently 
do not offer satisfactory opportunities for investment. 

Telegraphs. Over four fifths of the land telegraph service in 


OPERATING RESULTS OF WESTERN UNION TELEGRAPPI 
COMPANY: 1926-1939* 



Operating 

Gross 

Revenues 

Net 

Income 

Bond 

Interest 

Pee Shabb 

Year 

{000 Omitted) 

{000 Omitted) 

{000 Omitted) 

Earned 

Paid 

1939 

.... S 96,660 

$ 5,651 

$4,171 

$ 1.32 


1938 . . 

. . . 91,712 

2,651 

4,188 

l.Sr (def.) 


1937 

100,483 

7,721 

4,396 

5,344 

3.18 

$2.25 

1935.. .. 

. . . 89,869 

10,603 

6.03 


1933 

82,809 

9,718 

6,353 

5,356 

4.18 


1932 .. 

83,014 

7,663 

19,085 

0.81 {def.) 

'2.56 

1929.. .. 

146,667 

3,610 

16.12 

8.00 

1928 

136,450 

19,077 

■ 3,609 

15.11 

8.00 

1927. ... 

131,771 

18,615 

3,584 

15.06 

8.00 

1926 .. . . 

. . 134,465 

17,631 

2,426 

16.24 

8.00 


“ standard Statistics Co., Individual Corporation Deacriptiono. 


the United States is handled by the Imes of the Western Union 
Telegraph Company, and through its cable system and connec- 
tions telegraph communication is established with all parts of the 
world. The magnitude of the company is indicated by the fact 
that at the end of 1939 the system comprised 211,530 miles of 
pole lines, 4,070 miles of land cable, 30,324 nautical miles of ocean 
cables, and 19,543 telegraph offices. Total miles of wire oper- 
ated approximated 1,900,000.^® 

Formerly a very strong company, the earnings have been poor 
in recent years. However, funded debt and bank loans were re- 
duced by $22,324,000 between June 30, 1933 and the end of 1939. 
At the close of 1939 there were $83,221,000 of funded debt out- 
standing and $104,527,744 of common stock (exclusive of a small 

““ Standard Statistics Company, Individml Corporation DescnpHomt. 
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amount of subsidiary stock). The surplus account stood at $75,- 
741,790. The book value of the common stock was thus about 
$177 per share. The figures on page 453, taken from the in- 
come accounts, explain the high regard in which the company’s 
securities were held prior to the depression. The increase in 
interest charges in 1930, at the very time income began to de- 
cline, caused the coverage in subsequent years to fall below the 
conventional “two times earned.” The passing of the dividend 
in 1932 terminated a 59-year record of continuous payments. It 
is apparent that the stabihty found in the other utility fields is 
no longer present here. 

The Postal Telegraph system, originally built by John William 
Mackay to compete with Western Union and so spite Jay Gould, 
has occupied a much smaller place in this field. In 1928 control 
was acquired by International Telephone and Telegraph Com- 
pany. In 1935 the Postal Telegraph Company, unable to meet 
fixed charges, petitioned the courts for permission to reorganize 
under Section 77B of the Federal Bankruptcy Act, and a plan 
was consummated in 1940. In view of the decreased prosperity 
of the telegraph busmess and its regulated utility character; a 
merger of Postal and Western Union would appear logical. In- 
creased competition from telephone, teletype, and air mail has 
removed the “monopoly” danger of such a merger, save perhaps 
in political minds. The Federal Communications Commission 
has recommended (1940) that Congress authorize a consolida- 
tion. 
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Railroad Securities — General 


Importance of railroad securities in American finance. Rail- 
roads were the first group of corporations to achieve large 
public interest for their securities. Until the past decade their 
bonds held first place in the opinion of conservative investors. 
Public utility bonds, which have come to usurp this position, 
arrived on the scene much later. Industrial securities had only 
a limited public following until the great merger movement that 
took place around the turn of the century, and industrial stocks 
did not have a really broad distribution until after World War I. 
They still lack the aura of conservatism regarded as essential for 
institutional investment portfolios. But, even though the hard- 
ships of the 1930’s have greatly damaged their position, railroad 
securities still occupy an important place among American cor- 
porate securities. 

Capital requirements of the railway industry. The total par 
value of all railroad securities outstanding at the end of 1938, 
according .to the Interstate Commerce Commission, was $22,202,- 
000,000.’ Only in recent years has the volume of railroad securi- 


' These wore 


divided as to type in the following amounts:* 


(Millions of DoUara) 

Mortgage Bonds 

Collateral Trust Bonds 

Income Bonds • • 

Miseellaneoua Obligations 

Equipment Trusts • 


9,801 

781 

313 

446 


Total Funded Debt. . 12,228 

[Footnote' continmd on next paffe] 
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ties failed to exceed that of utility securities. Not only does the 
following table show the nominal or par amount of securities 
outstanding for the year 1937, but also, by adding in the surplus, 
the total book value of the three major divisions of corporate 
securities is obtained. 

ESTIMATED BOOK VALUE OP OUTSTANDING SECURITIES 
OF NONPINANCIAL CORPORATIONS; 1937* 

(MUlions of Dollars) 

Railroads^ 

10,173 
1,867 
6,266 

Total 18,296 

Surplus 3,174 

21,470 

* EaUmates oompiled from U S. Treasury Dept., Statistics of I ncome for 1 037, 
and Interstate Commerce Commission, Statistics o/ liailways in the U S,, 1937. 

1 Class 1 roads only. 

The utilities include a number of subdivisions, and although 
the largest of these, the electric light and power industry, is 
gaining in size, it does not yet exceed the steam railroads in 
dollar significance. However, both the bonded debt and total 
capitalization of about one third of the railroads are likely to 
be reduced in pending reorganizations. The "industrial” divi- 
sion includes an even wider variety of industries. 

Stability of railway earnings. Reasons other than mere size 
are necessary, however, to account for the former status of rail- 
way securities as premier investments. The services that the 
principal carriers of this country rendered were, of course, indis- 
pensable.^ For this reason, there was in the railroad industry 
a certain stability in earnings and property values, characteristic 
of most public utility industries, but lacking in 'most industrial 
enterprises, which may be displaced by competing units. In 

Preferred Stocks 
Common Stocks 


Total Stocks 9,979 

Total Capitalization 22,202 


* Interstate Commerce Commission, Siaitsftes of Rail- 
imys in the If. S., 19SS, p. S-126. 

“ Recently the increasing competition of other carriers has taken away a meas- 
ure of this indispensabihty, particularly in the ease of short hauls. However, the 
railroads continue to carry the bylk of the freight tonnage of the country. 


2,041 

7,938 


Bonded Debt 

Preferred Stock 

Common Stock 


Utihtieo Indusin’nk 
15,864 7,461 

2,919 7,403 

16,072 31,512 

34,866 46,376 

4,304 24,086 

39,159 70,462 
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the past, railroads were aJso enjoying steady growth, which 
tended to offset the forces of contraction in a period of business 
depression. Railroad traffic and earnings have always fluctuated 
in sympathy with business conditions, but during the past decade 
they have been most seriously affected by adverse conditions. 
As a result, railroad securities have largely lost the attraction 
which they enjoyed a few years ago as investment media. 

Desirability of commission control. Because of their public 
utility character the railroads are regarded as natural objects 
of commission control. Under such control unification is pos- 
sible, permitting the economies of large-scale operation, yet the 
public is safeguarded against unreasonable rates. The legal 
justifications for legislative or commission control of public util- 
ity enterprises have already been discussed at length in previous 
chapters and will not be reiterated at this point, for precisely the 
same arguments apply to the railroad industry as apply to public 
utilities.® However, competitive railroad building has been 
abandoned, although the idea of competition has not been en- 
tirely discarded, and mergers of competing lines are still looked 
upon askance. Nevertheless, rates are now initiated, not only 
by the roads but by the Interstate Commerce Commission, and 
such competition as is effected, therefore, must be in matters of 
service, not of charges. Consequently railroads are not subject 
to the same forces of direct competition that are found among 
industrial enterprises. They suffer more from the indirect com- 
petition of substitute forms of transportation — ^private automo- 
biles, buses, trucks, pipelines, waterways, and the airplane — and 
from changes in the business character of the territory served, 
such as might arise from loss of natural resources or shifting of 
trade to other areas. 

Effect of commission control on profits. In our study of 
public utility investments, it was found that commission control, 
where it is exercised in an enlightened manner, has a beneficial 
effect on the operating company. Of course, such control may 
be burdensome, and, even though it is not the intention of the 
legislature or commission to assume an arbitrary position, the 
inability of commissions to recognize changing economic condi- 
tions as rapidly as necessary sometimes operates to the disad- 
vantage of the regulated industry. The commission is a quasi- 
judicial body and acts only upon consideration of proj^r evi- 
dence. Accordingly, when operating costs advance rapidly, as 


“See Chapter 16. 
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they did during and after the first World War, it is impossible, 
in many instances, for the various utility and railroad commis- 
sions to act on applications for rate increases in sufficient time 
to relieve the regulated companies from all losses. Neverthe- 
less, where judiciously exercised, commission control is on the 
whole advantageous to investors in public utility enterprises. 

Development of control by Interstate Commerce Commis- 
sion. At first the railroads of this country were regulated 
largely by state legislatures or state commissions. In 1887 the 
Interstate Commerce Commission was created for the purpose 
of regulating railroads engaged in interstate commerce. The 
commission at that time was granted the power to determine 
reasonable maximum rates and to require accounting reports at 
such times and in such forms as it saw fit. Discrimination and 
pooling were forbidden, and rates were required to be published. 
The act, however, was not clearly worded in all sections, and a 
long series of legal battles was fought over disputed points. The 
courts in many cases decided in favor of the railroads. Addi- 
tional legislation therefore became imperative. 

The first important amendment to the original act was known 
as the Elkins Amendment of 1903. This amendment dealt 
largely with the evils growing out of personal discrimination 
and rebates and did not greatly enlarge the powers of the com- 
mission. The Hepburn Act of 1906, however, did increase sub- 
stantially the commission’s powers. Of particular significance 
to us was the power given to the commission over rates at that 
time. This act provided that whenever, after a complaint and 
a full hearing, the commission should be of the opinion that the 
rates of common carriers, or their regulations and practices af- 
fecting such rates, were unjust and unreasonable, it was em- 
powered to prescribe the maximum rates and the regulations and 
practices thereafter to be observed. Furthermore, the commis- 
sion’s orders (except for the payment of money) were to take 
effect within not less than thirty days and to continue in force 
for not more than two years, unless suspended or set aside by the 
commission or the courts. The power of the commission over 
railroad accounts was likewise enlarged. The act of 1887 was 
made effective for the first time. The necessary mandatory 
provisions were applied by the so-called Hepburn Act, which 
provided that the detailed annual reports to be rendered by the 
carriers must be made under oath and filed with the commission 
within three months after, the close of the year to which they 
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apply. Furthermore, the commission might call not only for 
annual reports, but also for monthly reports of earnings and 
expenses, and for special reports. The commission was even 
given the power to prescribe the forms of all accounts kept by 
the roads, and no other accounts might be kept than those 
prescribed or approved by it. It had the further right of access 
at all times to accounts of the road and authority to employ 
special examiners for purposes of audit and inspection. Severe 
penalties were prescribed for violations, particularly where false 
entries were willfully made. 

The next important revision in the powers of the commission 
was made in the Mann-Elkins Act of 1910. From our stand- 
point, the most significant change made at this time again per- 
tained to control over rates. This act provided that, whenever, 
any new rate, fare, or classification was filed with the Interstate 
Commerce Commission, the commission should have authority, 
either on complaint or on its own initiative without complaint, to 
enter upon a hearing concerning the propriety of the proposed 
change. The old rate or classification remained in force, pending 
the hearings and decision on the application, for a period of 120 
days beyond the time when they would have gone into effect. 
If the commission was unable to decide the case within 120 days, 
an extension of six months might be made. Under the provi- 
sions of this act the entire burden of proof as to the reasonable- 
ness of the proposed rates rested on the railroad and not, as 
hitherto, on the commission. 

There were other important provisions in the Mann-Elkins 
Act, particularly those applying to the long- and short-haul 
problem, and to the institution of the short-lived Commerce 
Court. It was the broad extension of the rate-making provi- 
sions, however, that had the most important effect on the in- 
vestment status of railroad securities. 

The act of 1910 authorized the commission to suspend pro- 
posed changes in rates, and, if it found them unreasonable, to 
prevent them from going into effect. This, however, required 
some sort of yardstick by which reasonableness could be meas- 
ured. In other words, the question of “fair value” for rate- 
making purposes was immediately raised. In 1913, therefore^ 
Congress passed the so-called Valuation Act, which directed the 
commission to ascertain the value of all the property owned or 
used by every common carrier subject to the provisions of the 
act. More specifically, it was directed to ascertain and report 
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in detail as to each piece of property used for common carrier 
purposes, the original cost to date, the cost-of-reproduction-new, 
and the cost-of-reproduction-less-depreciation, and to indicate 
the methods by which these costs were obtained. Properties 
acquired by gifts were to be separately shown. While the com- 
mission was empowered to prescribe the method of procedure to 
be followed in carrying out its investigations, and the form in 
which results were to be submitted, nevertheless it was required 
to show the value of the property of every carrier as a whole 
and to show separately the value of its property in every state 
and territory. The work of valuation, begun in 1913, finally 
resulted in tentative or final valuations for the transportation 
property of the various railroads, but, for reasons which are 
discussed later, they have almost no present investment signi- 
ficance. 

Effect of Mann-Elkins Act on railroad rates and earnings. 
The decade from 1910 to 1920 witnessed changes of a revolu- 
tionary nature in our economic structure. The effects of the 
first World War, with its abnormal inflation iii prices of com- 
modities and wages, are familiar to all students of economics. 
Had the situation as it existed in 1910 changed only gradually, 
it is probable that many years would have passed by before 
any marked change would have taken place in the attitude of 
the commission and of Congress toward the railroad problem. 
During the first years that the Elkins Act was in effect, reason- 
able rates meant rates favorable to the shipper, and not to the 
railroads. The commission consistently refused to assume any 
obligations to assist the carriers in earning a fair return on their 
property values and moved very reluctantly during this period 
in granting any increases in rates. The relief that the roads 
might obtain from the courts was also delayed because of the 
length of time required to hear rate cases. Moreover, the losses 
incurred through inadequate rates pending hearings were irre- 
trievably lost so far as the roads were concerned. In fact, from 
1910 to 1920, railroad earnings were so seriously affected by 
advancing costs and adverse decisions in respect to applications 
for higher rates that new capital investments were discouraged. 

Shortly after the passage of the Mann-Elkins Act of 1910, 
the railroads applied for increases in rates on the plea that 
higher operating costs were reducing their profits below reason- 


‘ See page 464, 
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able levels.'’ In Febi’uary, 1911, two decisions were rendered 
by the commission in which the requests for higher rates were 
denied." The next important decision dealing with the carriers’ 
application for advanced rates was the so-called Five Per Cent 
Case, decided on July 29, 1914.'^ In this case the commission 
found the net operating income of the railroads in “official 
classification” territory (trunk line territory) to be smaller than 
was demanded in the public interest, but it gave very little relief. 
It approved, with some exceptions, an increase of 5 per cent, as 
requested by the railroads, on intraterritorial class or commodity 
rates in certain parts of this territory only. Other requests were 
denied. Soon after the outbreak of the World War, the entire 
5 per cent advance as requested was allowed (December 16, 
1914) On July 30, 1916, and again on June 27, 1917, two other 
cases were decided, involving advances in rates.® The first case 
involved advances in rates on “western classification” territory; 
the second, advances in all territories. Such increases as were 
granted, however, were inadequate to meet rapidly rising costs. 

Effect of low earnings on railroad credit. The attitude of 
the commission up to this time had been such as to destroy 
confidence in railroad securities. Total net operating income 
of aU Class I railroads failed to show any important increase 
from 1912 to 1920, except for 1917, when substantial advances 
were granted to meet war conditions. After 1917 earnings de- 
clined, reaching extremely low levels in 1920. Figure 17 illus- 
trates the effect of low railroad rates and advancing costs on net 
railway operating income during that period. 

The commission’s attitude during this difficult period was 
passive : it did not consider itself under any obligation to assist 
the roads to earn an adequate return on their property values. 
This fact, combined with the results of Government operation 
from January 1, 1918, to March 1, 1920, brought the state of 
railroad credit to an extremely low point. The situation was so 
acute at the beginning of 1920 that substantial relief was neces- 


'The Mana-Elkins Act, it will be recalled, gave the commission power to 
suspend the operation of new rates for a period of 120 days ponding a hearing 
as to reasonableness. If this was insufficient, an additional period of six months 
was allowed. 

"20 I. C. C. Reports, 243-306 (eastern case), and 307-399 (western case) 

’ 31 /. C. 0. Reports, 361-454. 

"33 /. C. C. Reports, 325-364. 

“See 35 / C C Reports, 497-681. and 45 I. C. C. Reports, 303-355, respec- 
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sary at once if the carriers were to secure the capital necessary 
to make such extensions as were absolutely required by the rapid 
expansion that had taken place in other industries from 1910 to 
1920. 

Transportation Act o£ 1920: rate-making powers. This re- 
lief was given through the passage of the Transportation Act of 
1920, which marked a radical departure in the philosophy of 
government regulation of railroads. Again, the most important 
provisions of the act pertain to the rate-making powers of the 
commission. For the first time since 1887, the Interstate Com- 
merce Commission was given complete power to establish rates 
for all carriers in respect to interstate commerce, but with the 
provision that “rates shall be adjusted from time to time so that 
the carriers as a whole, or as a whole in each rate group or terri- 
tory, will, under, honest, efficient, and economical management 
and reasonable maintenance expenditures, earn an annual net 
railway operating income, equal, as nearly as may be, to a fair 
return upon the aggregate value of the property of such carriers 
held for or used in the service of transportation.” In order 
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properly to carry out this provision, it was necessary for the 
commission to expedite its valuation work. Pending the com- 
putation of final valuations for the various railroads, the com- 
mission was directed to make tentative valuations as a basis for 
rate-making. During the first two years, beginning March 1, 
1920, the commission was required to adopt 5.5 per cent as a fair 
return on the actual value of railroad properties ; at its discretion, 
however, it might add a sum not to exceed a total of one half of 
one per cent for improvements, betterments, or equipment 
chargeable to capital account. In May, 1922, the commission 
handed down a decision that “on and after March 1, 1922, a fair 
return upon the aggregate value of the railway property of the 
carriers as defined in section 15a of the Interstate Commerce 
Act, determined as therein provided, will be 5.75 per cent of 
such aggregate property value as a uniform percentage for all 
rate groups or territories designated by this commission.” 

Liberal as the act of 1920 was in the light of the past treatment 
that the roads had been accorded, it hardly erred in granting the 
roads too much. It can scarcely be said that a 5.5 or 5.75 per 
cent return is excessive, particularly when one recalls that often 
public utilities were allowed to earn between 7 and 8 per cent. 

Because much railroad business is between terminals and im- 
portant business centers, and consequently some competition 
exists, rates must be made for the roads as a group in a given 
territory. This system of rate-making explains why the act 
called for a fair return on the <mgreg<j,te value of railroad property 
in the rate territory, rather than on the property of the individual 
company, as in the case of the utilities. 

Under such an arrangement, fortunately situated or excep- 
tionally well-managed railroads could earn considerably in excess 
of the established fair return. To counterbalance this advantage, 
the act provided that if the net railway operating income of a 
road in any year were in excess of 6 per cent of the value of the 
property, it should be utilized as follows: (1) one half of such 
excels shall be placed in a reserve fund maintained by the rail- 
road; and (2) the remaining one half shall go into a general 
railway contingent fund, to be controlled by the Federal Govern- 
ment and used for loans to needy roads unable to finance through 
ordinary channels. This clause, known as the recapture clause, 
was contested in the courts and upheld by the Supreme Court, 
January 7, 1924.^® Because of unsettled disputes over the valua- 
“ Dayton-Gooso Creek Ry. Co. v. United Stated, 263 U. S. 456. 
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fcion base, only negligible amounts were collected under the 
recapture clause, and these were returned when Section 16a of 
the Transportation Act of 1920, which laid down the principle 
of fair return and recapture, was repealed by the Emergency 
Act of 1933. Paragraph two of this amendment provides: 

In the exercise of its power to prescribe just and reasonable rates, the 
Commission shall give due consideration, among other factors, to the effect 
of rates on the movement of traffic; to the need, in the public interest, of 
adequate and efficient railway transportation service at the lowest cost con- 
sistent with the furnishing of such service; and to the need of revenues suffi- 
cient to enable the carriers, under honest, economical, and efficient manage- 
ment, to provide such service. 

Such a vague provision naturally leaves the problem of ad- 
ministration unsolved, and when, and if, railroad traffic and 
earning power return to a more prosperous state than existed in 
the 1930’s, the twin problems of regulation — the rate of return to 
be allowed and the valuation upon which the rate is to be com- 
puted — will arise once more. Furthermore, if earnings become 
substantial and the stronger roads earn a high return on invest- 
ment under a system of rates that represents a fair average level 
for a given territory, agitation for the reenactment of a provision 
equivalent to the discarded recapture clause would seem likely. 

Railroad consolidations. Another interesting phase of the 
attitude of the government in respect to the private operation 
of railroads pertains to consolidations. The Transportation Act 
of 1920 contemplates the ultimate consolidation of all the rail- 
roads of the United States into a limited number of competing 
systems, and, under one of the provisions of the act, the Inter- 
state Commerce Commission is directed to prepare a plan for 
this purpose. In the original act the provision was not compul- 
sory, although since 1920 efforts have been made to compel action 
on the part of the roads toward consolidation. The first step 
taken by the commission under the 1920 act was to engage 
Professor W. Z. Ripley, of Harvard University, to formulate a 
plan of consolidation. This plan was put forward in 1921 as a 
basis for discussion Hearings on this plan were held in 1922 
and 1923, and the case was submitted in 1924. The matter was 
held under consideration for several years, and in December, 
1929, the commission announced a, final plan of consolidation. 
This plan provided for the consolidation of aU railroad properties 

“An outline of this plan will be found in the Commercial and Financial Chron- 
icle, Vol. 113, pp 1429-1431, 191)0.-1952. 
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in the United States into twenty-one major systems, distributed 
as follows: two New England systems; five trunk line systems 
between New York, Philadelphia, and Baltimore on the Atlantic 
seaboard, and Chicago, St. Louis, and Kansas City on the west ; 
nine systems in the West; three in the South; and two composed 
of the Canadian-controlled lines in the United States.^" The 
two New England systems would be built around the New Haven 
and the Boston & Maine. The Atlantic Coast Line, the Illinois 
Central, and the Southern would operate in the South. The 
nine Western systems would be built around the Chicago & North 
Western, the Great Northern-Northern Pacific, the Union Pacific, 
the Chicago, Burlington & Quincy, the Atchison, Topeka & Santa 
Ee, the Missouri Pacific, the Chicago, Milwaukee, St. Paul & 
Pacific, the Southern Pacific, and the Chicago, Rock Island & 
Pacific-St. Louis-San Francisco combination. Under this plan 
the five trunk lines would be the New York Central, the Balti- 
more & Ohio, the Chesapeake & Ohio-Nickel Plate, the Penn- 
sylvania, and the Wabash-Seaboard. However, there has been 
considerable discussion of a four-system plan to take the place 
of this five trunk lines system. Minor modifications were made 
in 1932; among them was the assignment of the Wabash to the 
Pennsylvania system. The Seaboard Air Line was left unas- 
signed. 

The present attitude of our Government in respect to con- 
solidation is logical. Quite apart from the greater economies 
to be effected, consolidation of the roads into large competing 
systems will also facilitate the operation of the present rule of 
rate-making by creating systems of more equal strength. The 
problem of weak roads, which, if left to operate alone, could 
never expect to show an adequate return under any reasonable 
rate structure, is thus eliminated. Competing systems of equal 
strength may expect to fare alike under the same rate level. The 
Interstate Commerce Commission does not actually force con- 
solidation of railroads to accomplish its plan, but inasmuch as 
all changes in control of roads must he approved by it, it can 
exercise a veto power. In practice, it may consent to consolida- 
tions or acquisition of stock control not in accordance with its 
own plan provided that the general spirit of the act is observed. 


“For a detailed grouping of roads under this plan, see Moody’s Manual of 
Investments. ■ Railroad Secunties (New York; Moody’s Investors Service, 1931). 
pp. 1-lxii For modifications made in 1932 see ibid,, 1933, p. a63, et seq* The 
original plans appear in I, C, C. Repori^f Vol. 159, p. 522, and Vol. 185, p. 403, 
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One may anticipate further important developments along these 
lines in the future. 

Security issues, changes in physical assets, and accounting. 
Of particular interest to the investor is the exclusive control 
that is given the commission in respect to the issuance of all 
railroad securities, except notes maturing in less than two years, 
when the total issues of such notes amount to less than 5 per 
cent of the road's total capitalization. The commission likewise 
has jurisdiction over all important' extensions or abandonments 
of present property, as well as over all matters of accounting. 
The extent of the commission's power over the accounting of 
the railroads has already been discussed in connection with the 
Hepburn Act. 

The reason for such control is much the same as in the case 
of public utility companies. Since the commission is charged 
with the duty of seeing that a fair return is allowed on the value 
of railroad property used in the public interest, it incurs a certain 
moral obligation toward the investor in railroad securities. That 
is, although the commission is in no way actually responsible for 
the return shown on any investinent in the hands of the public, 
the mere fact that it is required to permit rates that will yield an 
adequate return on property values places at least a presumptive 
burden on it in respect to the soundness of the securities issued 
by the railroad to acquire new property. If it appears that the 
property to be acquired cannot reasonably be expected to earn 
an adequate return under reasonable rates, because of anticipated 
traffic conditions, or if the new financing to be done results in' 
undue charges, which later may be incorporated in property 
values, it is logical that the commission should be given the 
right to pass on such matters in advance, thus protecting to some 
extent the investor, as well as those who might later be required 
to pay the cost of unproductive financing through higher rates. 
Finally, control of accounting matters is necessary if earnings 
are to be properly determined. 

Railroad valuation. It has been noted that, as early as 1913, 
Congress passed the so-called Valuation Act, by which the Inter- 
state Commerce Commission was directed to ascertain the value 
of all the property owned or used by every common carrier sub- 
ject to the provisions of the act. It is unnecessary to go into 
the various theories of valuation at this point, since the problem 
does not differ substantially from that presented for utilities.^* 


'"See Chapter 15. 



RAILROAD SECURITIES— GENERAL 


467 


In the Valuation Act no specific basis for valuation was adopted, 
but the commission was directed to ascertain and report in detail 
as to each piece of property used for common carrier purposes, 
the original cost to date, the cost-of-reproduction-new, and the 
cost-of-reproduction-less-depreciation. It was also required to 
indicate the methods by which these costs were obtained, and 
to report separately all other values and elements of value, if 
any, and the methods of valuation employed. 

In 1920 the commission adopted a tentative valuation of 
$18,900,000,000, as of December 31, 1919, in connection with a 
rate decision.^'* This sum exceeded the outstanding capitaliza- 
tion of $16,550,310,683 at that date but fell short of the total 
cost of road and equipment as shown on the books at $20,040,- 
572,611. As of December 31, 1936, a total valuation of railroad 
transportation property of $18,453,055,000 was reported,^” This 
total represented original cost of $21,965,701,000 less depreciation 
of $6,148,321,000 plus lands and working capital of $2,635,675,- 
000. At the same time, a reproduction cost less depreciation 
figure of $20,6^3,951,422 was reported. Since with the passage 
of time more and more of the assets consist of items purchased 
and recorded under the accounting rules of the commission, some 
70 per cent of the above total represents actual cost rather than 
estimates of cost, and presumably the total “original cost” figure 
given above is a fairly accurate measure of the money actually 
spent for railroad properties, a sum almost exactly equal to the 
par value of railroad securities outstanding in the hands of the 
public. 

Developments since 1920. The history of railroad regulation 
subsequent to 1920 will not be discussed in detail.^® It will be 
suflicient to state here that very substantial advances in rates, 
calculated to add about $1,500,000,000 to their revenues, were 
granted the railroads in the latter part of 1920. The immediate 
effects, however, were most disappointing, on account of the 
heavy decrease in traffic caused by the severe depression that set 


C. C. Reports, Vol, 68, p. 220, et seg. 

“ Prooeedings of the Investment Bankers Association of America. 1938, p. 132. 

“ An excellent resume of all important action in regard to rate changes, labor 
legislation, wage changes, consolidations, and similar matters of investment in- 
terest will be found in the Railway and Industrial Compendium, formerly a sec- 
tion of the Commercial and Financial Chronicle. Similar valuable information 
will be found in the supplementary material published each year in Moody’s 
Manual of Investments; Railroad Securities (New York; Moody’s Investors 
Service), and the annual Review of Railway Operations, published by the Bureau 
of Railway Economics, Wiishington, D. C. 
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in during 1920 and lasted until 1922. Subsequently, some re- 
ductions were made in wages, and the working rules established 
during the war were revised in 1922. Some reductions were 
made in railroad rates after 1920, notably on agricultural prod- 
ucts, and railroad operating costs were substantially reduced 
through increased efficiency and lowered material prices. From 
1921 to 1926, the amount of freight traffic handled increased 



Figure 18— Revenue Traffic and Gross and Net Revenues of Class I Railroads, 
1!)20-1939. 


rapidly; after that time it declined moderately, but rose in 1929 
to a level slightly above that in 1926. The following depression 
years showed a precipitate dechne until 1932 and a moderate 
recovery thereafter. The large losses of passenger traffic and the 
combined data on freight and passenger business, in terms of 
gross revenues and net operating income, are shown in the ac- 
companying table and in Figure 18, which is on a ratio chart 
scale and thus shows relative fluctuation. The significance of 
these figures is discussed in connection with the income account. 
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REVENUE TRAPPIC AND GROSS AND NET REVENUES 
OP CLASS I RAILROADS* 


Fear 

Ton 

Passenger 

Gross Oper. 

Net Railway 

Miles 

Miles 

Revenues 

Oper. Income 

1920 

410,306 

46,849 

$6,178 

S 17 

1921 

306,840 

37,957 

5,517 

601 

1922 

339,258 

35,470 

5,559 

760 

1923 

412,727 

37,957 

6,290 

962 

1924 

388,415 

36,091 

5,921 

974 

1926 

413,814 

35,950 

6,123 

1,121 

1926 

443,746 

36,477 

6,383 

1,213 

1927 

428,737 

33,660 

6,136 

1,068 

1928 

432,915 

31,601 

6,112 

1,173 

1929 

447,322 

31,074 

6,280 

1,252 

1930 

383,460 

26,815 

5,281 

869 

1931 

309,225 

21,894 

4,188 

626 

1982 

233,977 

16,971 

3,127 

326 

1933 

249,223 

16,341 

3,095 

474 

1934 

269,006 

18,036 

3,271 

463 

1936 

365,913 

18,476 

3,452 

500 

1936 

339,246 

22,421 

4,053 

607 

1937 

360,620 

24,655 

4,166 

590 

1938 

290,084 

21,629 

3,565 

373 

1939 

333,438 

22,651 

3,996 

589 

* Compiled from tho SlatisHcs of Railways in the Uni 
Railufay Oporationi, in WSO, the Bureau of Railway Eco: 

■ted Slates, and t 
nomics, p. 23 

he nee, steal 


Effects of Government control on security values. The dis- 
cussion thus far has been confined to the peculiar situation 
created for railroad securities by the existence of close Govern- 
ment supervision. Obviously, such supervision has both ad- 
vantages and disadvantages to investors. If Government control 
is carried to the point of denying the roads of the country 
adequate earnings, as was true during the decade preceding 1920, 
the security holder, particularly the stockholder, is made to 
suffer. On the other hand, more enlightened control, such as 
now appears to be in order, reacts to the advantage of the 
security holder. As the result of control of rates and the limita- 
tion of competition, earnings are less fluctuating than they might 
otherwise be. The publicity and uniformity of railroad ac- 
counts enable the security holder to judge values. Control over 
new security issues prevents exorbitant banking fees and makes 
injudicious financing less likely. 

However, there is always an insistent demand on the part of 
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shippers for lower rates. The demands of farmer shippers have 
been particularly pressing. Since World War I their own plight 
has made them most active and their political weight has made 
their hostility extremely important. More recently, industrial 
and agricultural interests m the Southern states have attacked 
rates in their region as excessive and as thus preventing their 
shipping products into the rich Northern markets on a parity 
with producers located in other territory. None of these critics 
of railroad rates is concerned, as a rule, with the costs of trans- 
portation, and all ignore the need for rates adequate to provide 
the means to insure continued efficient service. 

Moreover, the pressure of competition from substitute forms 
of transportation sets an upper limit to the freight tariffs which 
can be charged regardless of costs. The railroads have even re- 
quested rate reductions in order to retain or to get back traffic. 
The question they face is whether or not they can hold a suffi- 
cient volume of business to enable them to earn a reasonable 
return on investment at rates which are often set by competition 
rather than regulation. 

The Motor Carrier Act of 1936 was passed with the intention 
of equalizing the competitive position of railroads by bringing 
motor carriers engaged in interstate commerce under the au- 
thority of the Interstate Commerce Commission. Whether or 
not any satisfactory scheme of rate regulation can be devised for 
such a highly competitive group of carriers, which have extremely 
varied costs of operation and which serve such a multitude of 
special situations, remains to be seen. 

The Transportation Act of 1940 brought almost all carriers, 
except air carriers, under the common jurisdiction of the Inter- 
state Commerce Commission so as to provide more equal regula- 
tory treatment. Other provisions designed to be helpful to the 
railroads were included in this act. The initiative for under- 
taking consolidation plans was returned to the railroads; certain 
low rates on Government freight provided for under old land 
grant statutes were ehminated; and the Reconstruction Finance 
Corporation was given permission to lend to railroads in order 
that they might purchase their own bonds on favorable occa- 
sions, to reduce fixed charges. Probably these measures are 
valuable chiefiy as they represent a more favorable attitude 
towards the railroads and an appreciation of the need to preserve 
this basic transportation service. The fundamental problems of 
the industry will receive further attention as we proceed. 
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Capitalization. Other matters of general interest to the stu- 
dent of railway securities will now be considered. In considering 
first the matter of capitahzation, one is impressed with the fact 
that the railroads of this country are large borrowers. The 
figures in the table below show the amount of bonds outstanding 
as exceeding that of stocks. The proportion of bonds in total 
capitalization did not change greatly from 1920 to 1930, moving 
from 57.4 per cent to 56.6 per cent. The wide use of bonds in 
this period can be explained by the inability of many roads to 
sell any securities but bonds in such years as 1920 to 1925, and 
by the very low rate of interest at which borrowed funds could 
be obtained. (The most rapid increases in funded debt occurred 
in the years 1923 and 1924; those in stock, in 1927 and 1928.) 
These figures are often quoted by those who wish to prove that 
the railroads were recklessly overbonded in this period. When 

COMBINED CAPITAL STRUCTURE OE CLASS I RAILROADS 
IN THE UNITED STATES* 

. Amounts . . Proportions s 

mo mo Bonds 

{Millions {Millions Bonds and Stocks and Net Worth 

of Dollars) of Dollars) 19W 1930 1920 1930 


Bonds 

Preferred Stock. . , 
Common Stock , , . . 
Surplus . 

9,705 
1,658 
f 5,552 
2,983 

10,795 

1,906 

6,362 

4,730 

57.4% 

9.8 

32.8 

56.6% 

10.0 

33.4 

48.8% 

8.3 

27.9 

16.0 

45.4% 

8.0 

26.7 

19.9 

Total. . . . 

19,898 

23,793 

. 100.0% 

100.0% 

100.0% 

100.0% 

* Btatislics of Bailtoays in the Urn 
LXXII; 1930, pp. S-72, ,S-107. 

lied Slaie., I. 

Qterstate Conimerce Commiasion, 1&20, 

pp. XXIV, 


surplus figures are included, however, it is apparent that the 
chief source of funds from 1920 to 1930 was retained earnings, 
and that increases in the funded debt supplied but one fourth 
of the expansion in total capital structure. Individual com- 
panies show unfavorably high debt burdens, but the general 
plight of the railroad industry after 1930 must be attributed to 
the extraordinary and prolonged depression of earnings to a very 
low level, rather than to an unduly high ratio of bonds to total 
stockholders’ investment. However, sinking funds are becom- 
ing a more common feature of railroad finance. 

More recent capital structure figures show, little significant 
change in outstanding bonds and stocks, but a considerable frac- 
tion of, the former are in default, and the accruing and unpaid 
interest has greatly reduced surplus for such roads in the process 
of reorganization. When reorganized, such roads will not only 



472 


RAILROAD SECURITIES—GENERAL 


wif)e out these interest claims but will Undoubtedly reduce 
funded debt greatly. 

Fluctuations in. railroad earnings and business conditions. 
While traffic volume of railroads fluctuates with general business 
conditions, they serve as the arteries of commerce and so function 
in good times and bad. Even in the very depressed years of the 
1930’s they showed considerable net earnings, although, it is true, 
the total was insufficient to pay the substantial fixed charges in 
some years. While particular roads have suffered from the 
competition of water transport and pipelines, the chief threat 
has appeared in the auto, bus, and truck in respect to passenger 
and short-haul freight business, respectively. An examination 
of Figure 18 (page 468) shows that during the 1920's the effect of 
this rapidly expanding competition was to flatten out the growth 
curve rather than to cause an actual recession. 

The loss of passenger traffic has been clear-cut and may be 
permanent. In view of the doubtful profitability of this branch 
of the business and its lesser importance, this loss should not be 
overstressed. The backbone of traffic and earning power is in the 
freight division. The trucking industry has tended to get the 
high rate, consumers’ goods, short-haul business so that freight 
traffic and revenues will tend to be more dependent upon heavy 
industry and more fluctuating than formerly. 'This and allied 
matters will be considered more fuffy in the next chapter. 

One further point, brought out by Figure 17, is the correlation 
between wholesale price movements and railroad operating ex- 
penses. Since regulation makes rates slow to respond to chang- 
ing economic conditions, it may be inferred that the railroads 
will suffer from a rising commodity price level and tend to gain 
from declining prices, provided the latter do not cause a severe 
falling off in general business. Thus, in the years immediately 
after 1920, earnings improved when falling prices lowered operat- 
ing expenses. In the years followmg 1929, the declines in traffic 
volume were too great to be offset by the lowering operating 
expenses which followed falling prices. Advancing prices and 
labor costs are disadvantageous in that rates may not be expected 
to increase as rapidly as prices, owing to the existence of com- 
mission control. This situation was clearly illustrated during 
the 1916-1920 inflation of prices. Even in 1934, the rise in 
prices boosted’ railroad operating costs to such a degree that 
improving traffic and revenues failed to increase the net earn- 
ings. It is accordingly desirable for the investor to keep in close 
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touch with price trends, especially in respect to coal, steel, and 
wages. The changing balance between operating revenues and 
expenses can be traced in the following table (Class I railroads 
are those with annual gross operating revenues in excess of 
$ 1 , 000 , 000 );” 

OPERATING RATIOS OP CLASS 1 RAILROADS 


Year Ratio 

1912-1916* . 69.9% 

1917.. . ,70.5 

1918 81.6 

1919. .. 85.5 

1920 . , . 94.3 

1921 82.7 

1922 .... 79.4 

1923.. . 77.8 

' Five years averaRp. 


1912-1939 
Year Ratio 

1924 76.1% 

1926 . . 74.1 

1926 73.2 

1927. . . 74.5 

1928 72.5 

1929 71.8 

1930. . . 74.4 

1931 77.0 


Year Ratio 

1932 76.9% 

1933.. . . 72.7 

1934 74.6 

1935 75.1 

1936 72.3 

1937 74.9 

1938 76.4 

1939 . . 73.0 


Data available in respect to railway operations. Further 
information for both the operations of individual roads and the 
industry as a whole is easily available to the investor in railroad 
securities. The most important official sources of information 
are the various reports issued by the Interstate Commerce Com- 
mission. The Interstate Commerce Commission’s annual re- 
ports and its annual Statistics of Railways in the United States, 
which contains a wealth of financial and statistical data both for 
individual roads and for all roads combined, are extremely valu- 
able. Before this latter volume is published, preliminary partial 
reports are available on: (1) operating revenues and operating 
expenses by class of service; (2) comparative operating averages; 
and (3) freight commodity statistics of the Class I steam rail- 
ways. There is also a regular quarterly publication presehting 
freight commodity statistics. Monthly publications deal with 
the following: (l) operating revenues and operating expenses; 
(2) selected income and balance sheet items, which are particu- 
larly useful in checking up on current liabilities and funded 
debt maturing within six months; (3) operating statistics for 
the larger railroads (annual operating revenues over $25,000,- 
000) ; (4) freight and passenger service operating statistics; (5) 
fuel and wage statistics; and (6) a graphical supplement. 

The Bureau of Railway Economics of the Association of 


“Compiled from Statistics oj Railways in the United S 
merce Commission, and Review of Railway Operations vn 
way Economics, p. 23. 
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American Railroads also releases a monthly publication called 
Railway Revenues and Expenses. This publication furnishes 
data for the month, for the period from January 1 to the end of 
the month reported, and for the corresponding periods of the 
previous year on the following; operating revenues and expenses, 
net operating revenue, operating income, net railway operating 
income, operating ratio, and the average mileage operated for all 
■ Class I Railways. The amounts of such items for the preceding- 
year and the percentages by which current figures exceed or fall 
short of figures for the previous year are also shown. Freight 
revenue, passenger revenue, total operating revenues, total oper- 
ating expenses, net railway operating income, and average miles 
of road operated, for the period from January 1 until the end 
of the month reported and for the correspoirding period of the 
previous year, are shown for districts, regions, and individual 
roads. 

The bureau also publishes a special series of bulletins in which 
the annual Review of Railway Operations is a regular feature. It 
contains a discussion of the important developments occurring 
during the year, as well as operating and financial statistics. 
This series also includes special studies prepared at irregular 
intervals on topics of vital interest. 

The investor must also consider the annual reports compiled 
by the separate railroad companies themselves. These reports 
present complete and accurate information regarding the opera- 
tions of each road during the preceding year, and, unlike the 
financial reports of industrial and public utility companies, they 
are pleasingly uniform. Every item is similarly handled, and 
the final form in which the income account and balance sheet 
of oilfe road are set up is the same as that used by all other roads. 
The reason for this lies in the fact that the Interstate Com- 
merce Commission has complete jurisdiction over all accounting 
matters and prescribes the accounting procedure to be followed 
by aH roads doing an interstate business.^® 

Territorial survey of important railway systems. Early 
railroad history in this country was characterized by the growth 
of innumerable small lines. Gradually, however, well-defined 
systems came into being .which absorbed many of the smaller 
independent companies. The culmination of this movement is 
found in the great consolidations which took place during the 


"See pp. 494, 508, for specimens of such reports. 
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period from 1890 to 1907. Even though the railroad net was 
simplified by this movement, at least so far as ownership is 
concerned, it is still too vast and composed of too many parts 
to be readily comprehended as a whole. At present over 236,000 
miles of road are operated in this country, while the Interstate 
Commerce Commission lists 169 Class I railroads alone — that is, 
roads with annual gross revenues in excess of $1,000,000. The 
difficulty of sketching a sunple picture of this complex structure 
is apparent. 

Freight classification territories. The most general and 
frequent grouping of railroads, territorially, is into three sec- 
tions; one section, the eastern district, comprising that portion 
of the country north of the Ohio and Potomac Rivers and east 
of the Great Lakes and a line drawn from Chicago through 
Peoria to East St, Louis and thence' down the Mississippi River 
to the mouth of the Ohio River; another, the southern district, 
south of the Ohio and Potom,ac and east of the Mississippi; and 
a third, the western district, the region west of the first two. 
This is the geographical division adopted for freight classification 
purposes. 

Geographical grouping of railroad systems. A more detailed 
geographical division of railroads is into the following groups: 
roads operating in trunk line territory, covering the Central 
Eastern and Great Lakes regions; the New England roads; the 
anthracite coal roads, which are a group of shorter roads within 
the trunk line territory; the soft, or bituminous, coal roads, 
located in what is known as the Pocahontas region; the South- 
ern roads, which are south of the Ohio and Potomac Rivers 
and east of the Mississippi; the Southwestern roads, which run 
south and west from Chicago and St. Louis but end east of the 
Rockies; the Central Western; and the Northwestern roads, 
including the "Grangers.” In order to give the student a bird’s-, 
eye view of the present railroad map, the more important roads 
operating in each of these territories are briefly described. 

Trunk line roads. Both historically and from the standpoint 
of amount of traffic hauled, so-called trunk line territory is the 
most important railroad area in this country. This area may 
be described as a belt of territory extending from New York 
and Baltimore on the eastern seaboard to Chicago and St. Louis 
in the West. The New York Central and the Pennsylvania 
are the best known roads operating in this area. The New 
York Central extends from tidewater at Boston and New York 
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City to Cincinnati, Chicago, and St. Louis. This I’oad has 
two routes from Buffalo to Chicago — one by the Michigan Cen- 
tral through Detroit, and the other by the Lake Shore through 
Cleveland and Toledo. The Pennsylvania reaches tidewater 
at New York, Norfolk, and Baltimore, and extends to Cincinnati, 
Louisville, St. Louis, and Chicago in the West, covering, of 
course, the intermediate territory. 

The Baltimore & Ohio likewise operates in trunk line terri- 
tory, extending from Philadelphia via Baltimore, where it reaches 
tidewater, and Washington to Cumberland, Maryland. Thence 
it extends to Chicago via Pittsburgh and to St. Louis via 
Cincinnati. 

The Erie is one of the major trunk line carriers from New 
York to Chicago. While this road reaches the intermediate 
centers of Cleveland, Cincinnati, and Buffalo, as well as Scran- 
ton and Wilkes-Barre, it does not reach directly other large 
industrial centers in the region, such as Pittsburgh and St. 
Louis. Consequently it operates at a disadvantage in com- 
parison with some of the other trunk lines. Under the con- 
solidation plan of the Interstate Commerce Commission, the 
Erie would become a part of the Chesapeake & Ohio-Nickel 
Plate (New York, Chicago & St. Louis) trunk line system. 
Such an affiliation would operate to the advantage of all the 
roads concerned, and, particularly, would overcome the Erie’s 
lack of access to certain cities. 

The Chesapeake & Ohio extends from Chicago to Newport 
News, Virginia. Branches reach Columbus, Louisville, and 
Washington. Cincinnati, Richmond, and other important cities 
are also served.^® 

Both passenger and freight traffic density is higher, on the 
whole, in trunk line territory than in any other section of the 
country. Food and raw materials are carried eastward, while 
manufactured goods are carried to the west. It is over roads 
that operate in this territory that the most vital commerce of 
the country is transported. 

New England lines. To the north of trunk line territory 
and along the eastern seaboard are situated the New England 
States. Southern New England, comprising southern Massa- 
chusetts, Rhode Island, and Connecticut, is essentially differ- 
ent from northern New England, in that it is densely populated 


A discussion of the proposed trunk line systems under the Interstate Com- 
merce Commission’s consolidation plan is given on p. 464. 
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and highly industrialized. Except for the Boston & Albany 
(New York Central line), the only railroad system in this terri- 
tory is the New York, New Haven & Hartford, which virtually 
controls transportation in southern New England. This road 
enjoys a very heavy passenger and freight traffic. Its freight 
traffic consists of incoming raw materials, coal, and foodstuffs, 
and outgoing products of New England factories. Operations 
of this road are characterized by short-haul traffic and diversity 
in freight. Northern New England is served by the Boston & 
Maine, which is closely connected with the New York, New 
Haven & Hartford, the Central Vermont, the Maine Central, 
and the Bangor & Aroostook. 

Southeastern territory. The principal systems serving the 
area east of the Mississippi and south of trunk line territory 
are the Atlantic Coast Line, the Seaboard Air Line, and the 
Southern. The Atlantic' Coast Line connects with Washing- 
ton, D. C., Richmond and Norfolk, Virginia, in the North, and 
extends along the eastern seaboard to Charleston, Savannah, 
and Jacksonville on the eastern seacoast. From there it 
crosses the peninsula to Tampa. This road also controls the 
Louisville & Nashville, which spreads from Cincinnati to the 
Gulf at Pensacola. Divisions also reach St. Louis, Memphis, 
and New Orleans. The Seaboard Air Line traverses nearly 
the same territory as the Atlantic Coast Line proper. Its 
northern terminals are at Richmond and Norfolk, although it 
connects with Washington, over the Richmond, Fredericks- 
burg & Potomac,^® and reaches south as far as Miami and 
Florida City. It also has terminals at Tampa on the west 
coast and extends inland to Birmingham and Montgomery in 
Alabama. The Southern Railway lies further inland than the 
other two roads in this territory. The Southern serves the 
territory south of the Ohio and Potomac Rivers and east of the 
Mississippi. Every state in this area except West Virginia is 
traversed by the company’s lines, which also reach out across 
Indiana and Illinois to the Mississippi River at St. Louis. 
The Southern Railway has northern gateways at Washington 
and Cincinnati, western gateways at St. Louis and Memphis, 
and reaches tidewater at the ports of Norfolk, Charleston, Savan- 

“ The stock of the Richmond, Fredericksburg & Potomac Railroad is controlled 
by the Richmond-Washington Company, which, in turn, is owned equally by the 
Pennsylvania, Baltimore & Ohio, Atlantic Coast Line, Southern Railway, Chesa- 
peake & Ohio, and Seaboard Air Line. 
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nah, Brunswick, and Jacksonville on the Atlantic, and Mobile 
and New Orleans on the Gulf of Mexico. It thus serves nearly 
every important community in the South. Through control 
of the Chicago, Indianapolis & Louisville Railway Company, 
jointly with the Louisville & Nashville, entrance to Chicago is 
made possible. 

Traffic of the lines operating in southern territory flows for 
the most part north and south. The principal products are 
manufactured goods and foodstuffs, which come from the Cen- 
tral and the North Atlantic States and from the North Central 
States. Northbound traffic consists of raw cotton, lumber, and 
some mineral products. 

The Illinois Central runs down the Mississippi Valley from 
Chicago to New Orleans but reaches the Union Pacific at Sioux 
City. It has principal connections at some 31 major junction 
points with major roads running east and west, including some 
on branches to Council Bluffs (Union Pacific), East St. Louis, 
Indianapolis, Louisville, Shreveport, and Birmingham. Savan- 
nah, Jacksonville, and Montgomery are reached through con- 
trol of the Central of Georgia. 

Anthracite coal roads. The roads that carry the bulk of 
the country’s anthracite coal north are the Delaware, Lacka- 
wanna & Western, the Reading, the Lehigh Valley, the New 
York, Ontario & Western, and the Delaware & Hudson. Al- 
though these roads run through highly industrialized territory 
and carry commodities other than anthracite, the latter con- 
stitutes such a large portion of their total freight that it is 
the descriptive name by which they are commonly known. 

Bituminous coal roads. Roads whose traffic is made up 
largely of bituminous coal mined in the Pocahontas region are 
the Chesapeake & Ohio, already described, the Norfolk & 
Western, and the Virginian. 

Southwestern roads. The group of roads which radiate 
from Chicago and St. Louis to the South and the Southwest 
but which do not go to the Pacific Coast is known as the 
“southwestern” roads. The St. Louis-San Francisco Railway 
extends from Kansas City and St. Louis southwesterly through 
Missouri, Kansas, Oklahoma, and Arkansas into Texas, with 
a line from Kansas City crossing the Mississippi River at 
Memphis and extending southeastwardly to Birmingham. 
Another line extends from St. Louis, through the Mississippi 
Valley to Memphis, and thence to Birmingham, where it con- 
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nects with the lines to the Atlantic and the Gulf, making it the 
shortest route from St. Louis to tidewater. Other lines extend 
from St. Louis into the grain section of Kansas, as well as into 
Oklahoma and Texas. Its lines form the shortest routes be- 
tween Kansas City and Memphis, Memphis and Birmingham, 
St. Louis and Memphis, St. Louis and Tulsa and Oklahoma 
City, and St. Louis and Fort Worth and Dallas. 

There are four other roads that operate in the southwestern 
area, and do not extend to the Pacific Coast. The most im- 
portant of these, the Chicago, Rock Island & Pacific, extends 
from Chicago to St. Paul, to Denver, to Santa Rosa, New 
Mexico (where it connects with the Southern Pacific to form a 
through route to the Coast), and to Dallas, Texas. It also 
extends southerly into Louisiana and southeasterly to Memphis. 

The other three roads are the Kansas City Southern, which 
extends from Kansas City to Port Arthur on the Gulf; the 
Missouri, Kansas & Texas, which extends from Kansas City 
and St. Louis to Galveston and San Antonio, Texas; and the 
St. Louis Southwestern, which runs from St. Louis to Fort Worth 
and Comanche, Texas. 

Central Western roads. Next to be considered are those 
roads that operate in southwestern territory and that reach 
the Pacific Coast either directly or by means of affiliated lines. 
Of these roads the Atchison, Topeka & Santa Fe is pre-eminent. 
This road extends from Chicago to Kansas City and St. Joseph, 
Missouri. At this point the various lines diverge in a wide 
network covering the states of Kansas, Oklahoma, and^ New 
Mexico*. The main line extends to Barstow, California, at 
which point it separates into two lines, one extending to Los 
Angeles and the other to San Francisco. From Los Angeles 
a line run^ south to San Diego, California. A line also extends 
from Wichita, Kansas, to the Gulf at Galveston, with branches 
extending to the east and west through Texas. Another line 
extends to Denver on the north. 

The eastern terminal of the Southern Pacific is at New 
Orleans, whence it extends westward across Texas to El Paso, 
and thence along the Mexican border to the Coast, where it 
has terminals at San Diego, Los Angeles, San Francisco, and 
Portland. This road is the dominating factor in northbound 
and southbound traffic on the Coast. A line also extends from 
San Francisco to Ogden, Utah, where connection with the 
Union Pacific is made for a through route to Chicago. The 
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connection with the Eock Island at Santa Rosa has previously 
been mentioned. The Southern Pacific also operates a fleet ol 
steamships between New Orleans and New York City. 

The Missouri Pacific extends from St. Louis and Kansas City 
to New Orleans, Galveston, and El Paso. Another branch 
extends from Kansas City to Omaha, while at Pueblo, Colorado, 
a junction is made with the Denver & Rio Grande Western by 
means of which the Rocky Mountain Region is covered. The 
Missouri Pacific, jointly with the Western Pacific (which 
extends from Salt Lake City to San Francisco), controls the, 
Denver & Rio Grande Western, the three roads together form- 
ing a system extending from St. Louis to San Francisco. 
Because the connection with the Pacific Coast is still independ- 
ent, the Missouri Pacific is often classified as a “southwestern" 
road. The Union Pacific starts from Omaha and Kansas City, 
and runs to Denver, Salt Lake City, Ogden, Spokane, Portland, 
Tacoma, and Seattle. It also has a line extending from Salt 
Lake City to Los Angeles. At Ogden connection is made with 
the Southern Pacific for San Francisco. 

Northwestern roads. Those roads which extend from Chi- 
cago into the agricultural territory west of Chicago, but which 
do not reach the Coast, are known as the Grangers. The more 
important of these are the Chicago & Northwestern, and the 
Chicago, Burlington & Quincy. The former extends from 
Chicago through Iowa, Nebraska, Wisconsin, Minnesota, and 
South Dakota. The latter extends from Chicago through the 
territory south of the Northwestern, but also has lines extend- 
ing to Montana, through Wyoming. Another line extends 
north to the Twin Cities. 

In contrast to these two roads, the -Great Northern, the 
Northern Pacific, and the Chicago, Milwaukee, St. Paul & 
Pacific reach the Coast. 

The Great Northern and the Northern Pacific extend from 
St. Paul, Minneapolis, and Duluth to Portland, Tacoma, and 
Seattle. The Great Northern and the Northern Pacific, how- 
ever, jointly control the Chicago, Burlington & Quincy, and con- 
sequently have direct connection with Chicago. These roads 
parallel each other, the Great Northern running along the 
Canadian border, while the Northern Pacific occupies a more 
southerly position. A plan for unification of these roads was 
approved by the Interstate Commerce Commission in February, 
1930, on condition that they divest themselves of control in the 
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Chicago, Burlington & Quincy. The condition was too onerous, 
however, and the plan was dropped in February, 1931. This 
plan contemplated operation of the lines of these two roads and 
the Spokane, Portland & Seattle Railway through lease of their 
properties to a new operating company, the Great Northern 
Pacific Railway. Both, the Great Northern and the Northern 
Pacific carry substantial quantities of grain and iron ore."^ 

The sketch here giyen of the transportation system of the 
United States, while centered around the more important 
systems, does not include all of the larger roads, nor any of the 
smaller roads. It does, however, cover the bulk of the railroad 
mileage in the United States. For the specialist in railroad 
securities, however, further study is advisable, for the invest- 
ment standing of various railroads depends on many diverse 
factors, including the economic development of the territory 
they serve, the physiography of the country they traverse, and 
the extent to which they connect with strategic terminals. 

“ The student of American railway finance will do well to familiarize^ himself 
also with the great Canadian railway.? — the Canadian Pacific and the Canadian 
National Lines, comprising the old Grand Trunk, the Grand Trunk Pacific, the 
Canadian Northern, and the Intercolonial. 
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Analysis of Railroad Securilies 


Plan of analysis: statistical difficulties. A series of compari- 
sons that may be made of individual roads for the purpose of 
determining the investment merit of their securities will now 
be considered. In such a study, the general procedure to be 
followed is similar in many ways to that used in connection 
with the analysis of utility or industrial companies. A survey 
is first made of the road’s location, the character of the terri- 
tory served, its industrial development, the nature of the terrain 
over which the road runs, and other physical characteristics 
that have a direct bearing on its profit-making possibilities. 
Subsequently, the financial structure and operating results of 
the road may be studied through the various reports rendered 
either to the Interstate Commerce Commission or to the invest- 
ing public. The entire problem of railroad analysis is by no 
means simple, de'spite efforts that have been made to standardize 
all railroad reports for purposes of statistical comparisons. 
There are, after all, many elements that can never be standard- 
ized. The character and amount of trafiic hauled by any given 
road, the extent of its mileage, its terminal connections, and 
the nature of the terrain over which the road operates are all 
elements that vary for different companies, thus making statis- 
tical comparisons exceedingly difficult. This situation is easily 
pictured by a hasty comparison of two such roads as the New 
York Central and the Missouri Pacific. The first road is a 
system operating through thickly populated territory, connect- 
ing very important terminals, and enjoying diverse traffic. The 
second road operates in a sparsely settled area, and, while it 
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serves many of the more important localities in its territory, it 
is inconceivable that it should be called upon under present 
conditions to handle the same amount of traffic per mile of 
road as the former road handles. What does this mean to the 
analyst? It means that very few of the ratios of operation or 
capitalization can be compared for the two roads. In so im- 
portant a matter as capitalization, one finds that the New 
York Central has approximately $149,000 of capitalization out- 
standing per mile of road operated, whereas the Missouri Pacific 
is capitalized at about $78,000 per mile. This disparity loses 
significance, however, when it is realized that the New York 
Central carries more than twice as much freight per mile of 
road as the Missouri Pacific, and, as for the less significant 
passenger traffic, over ten times as much.^ In view of a much 
heavier traffic density, the former road can support a heavier 
capitalization. Furthermore, some types of freight pay a higher 
rate than others. 

A large portion of the freight carried by the New York, New 
Haven & Plartford railroad is known as high classification freight 
and pays a much higher rate per ton mile than do such items as 
coal, ore, and other bulky commodities. Each ton of freight 
carried on the New York, New Haven & Hartford, in 1939, 
yielded on the average a gross revenue of 1.76 cents, while 
the Norfolk & Western, which operates in the Pocahontas coal 
district, received only .66 cents for each ton mile carried. How- 
ever, high rate traffic may entail heavier handling costs and travel 
short distances. Among the relatively few prosperous roads 
are some which have a very high proportion of bituminous coal 
traffic, such as the Chesapeake & Ohio and the Norfolk & Western. 

These simple illustrations are given to show that to be of the 
'greatest value comparisons should involve roads that are simi- 
larly situated in respect to character of traffic, territory served, 
and length of road operated. Otherwise serious errors in judg- 
ment are likely. 

With this word of caution, we may turn to certain matters 
that have a direct bearing on the status of a road, but which 
are somewhat beyond the control of the management. 'There- 
after, consideration will be given to a number of ratios or units 


^ Capitalization here includes capitalized rentals, in order to give effect to the 
leased mileage, whioli is, of course, included in the item “miles of road operated, 
used in computing traffic density. Data from Moody’s Mamml o/ Investments: 
Railroad Seounties (New York: Moody’s Investors Service, 1939), pp. 416, 419. 
536, 540. 
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of measurement by which the operating results of roads may 
be compared or analyzed. 

Outside factors; nature of terrain. The location of a road, 
the curves and especially the grades it encounters, the character 
of the freight originating in the territory, and the potential 
volume of business are factors that may have involved mana- 
gerial problems when the road was originally constructed. After 
a line is already built and is operating, however, such matters 
are largely settled, unless capital expenditures are subsequently 
undertaken to eliminate grades, straighten curves, or otherwise 
improve the road’s physical layout. The territory can also 
change through subsequent population growth or industrial 
development. 

The grades encountered are important, because they affect 
operating costs and limit the average trainload that can be 
hauled over any division or branch. Let us suppose that two 
roads are substantially similar in all respects, except that one 
encounters at certain points on its line grades as steep as 2 per 
cent, while the other road runs over practically level country.® 
Which of these two roads will be able to show the better operat- 
ing costs? Undoubtedly the latter, for each 1 per cent increase 
in grade may be said to cut the hauling capacity of an engine 
in half. For this reason, the New York Central lines, with 
practically a level route from New York to Chicago, have a 
decided advantage over the Pennsylvania and the Baltimore & 
Ohio roads, which cross the Allegheny Mountains. It is true 
that engineering skill is often employed in eliminating grades, 
but this adds to the road’s capital investment and hence 
increases fixed charges. A road that naturally enjoys level terri- 
tory has a permanent advantage over one that encounters grades, 
even if the latter is able subsequently to eliminate these grades. 
The matter of curvature has about the same effect on railroad 
operation as grades. Sharp curves cut down the average train- 
load and add to the cost of operation, although they present a 
somewhat less serious problem than do heavy grades. 

Character of traffic. Another matter that is partly beyond 
the control of the management of a road is the type of traffic 
which it is offered. Here, again, the management of a par- 
ticular road can, it is true, assist in the building up of industries 
along its lines and thus diversify to some extent the character 


“ A grade of 1 per cent may be expressed as a grade where there is a ri.se of 52 
feet per mile, or 1 foot per 100 feet. 
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of its traffic, yet the kinds of freight offered will depend a great 
deal on the particular economic conditions within the area which 
the road serves. 

Roads like the Chesapeake & Ohio and the Norfolk & West- 
ern are known as the soft-coal carriers, in that they run through 
territory in which the mining of bituminous coal is the leading 
industry. The bulk of their traffic, therefore, cbnsists of bitu- 
minous coal. Other roads, like the Reading, the Delaware, 
Lackawanna & Western, the Lehigh Valley, and the Delaware 
& Hudson, are known as the hard-coal carriers. The North- 
west roads, such as the Chicago, Milwaukee, St. Paul & Pacific, 
and the Northern Pacific are stiU often spoken of as the grain 
roads, although their freight statistics show that no longer does 
an abnormally large part of their traffic consist of products of 
agriculture. 

The Interstate Commerce Commission requires that each 
road keep records showing the percentage of the total freight 
traffic carried under each of the following groups: 

1. Products of Agriculture. 

2. Products of Animals. 

3. Products of Mines. 

4. Products of Forests. 

5. Manufactures and Miscellaneous. 

6. Merchandise (less-than-carload lots). 

The following table, which is given for illustrative purposes, 
contains a three-year analysis of the distribution of traffic of 
the Delaware & Hudson and the New York, New Haven & 
Hartford Railroads: 

ANALYSIS OP TRAFPIC OF DELAWAHE & HUDSON, AND NEW YORK, 
NEW HAVEN & HARTFORD RAILROADS: 1929, 1933, AND 1939 

(By Per Gents) 

New Yoek, 

Delaware & Hudson New Haven & Haktpobd 


Products 1939 lOSS 1939 1939 1933 1939 

Agriculture 4.0 4.3 5.4 9.1 12.2 11.6 

Animals 8 1.6 1.5 2.8 4.5 3.4 

Mines 68.2 71.1 66.8 33.5 38.1 30.9 

Forests 3.9 3.0 2.6 4.2 2.6 3.4 

Manufactures 20.8 18.0 22.1 42.4 37.7 43.8 

Merchandise 2.3 2.0 1,6 8.0 6.9 6.9 


100.0 100.0 100.0 100.0 100.0 ' 100.0 
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It is interesting to note in detail the difference in the traffic car- 
ried by these two roads. As already suggested, the Delaware 
& Hudson is commonly known as one of the coal roads, and, in 
fact, about 70 per cent of the entire traffic of this road is made 
up of "products of mines,” of which approximately four fifths 
is anthracite coal. The New York, New Haven & Hartford, on 
the other hand, enjoys diversity in its freight. Manufactures 
and merchandise make up the bulk of this road’s traffic, and here 
are included a wide range of commodities, generally known as 
high classification freight. These statistics show an unfortunate 
tendency of the last two groups to decrease in relative impor- 
tance during the depression, suggesting possible losses to motor 
trucks, which are especially effective in this short-haul territory 
,with well-developed highways. With recovery in 1939 this 
tendency disappeared. From the standpoint of traffic diversi- 
fication, the New York, New Haven & Hartford is better situated 
than the Delaware & Hudson. 

Dangers of concentrated traffic. It is of course desirable 
that a road should have a fairly diversified traffic and that the 
major sources of traffic be permanent. To illustrate the disad- 
vantages of concentrated traffic to a road, one has but to con- 
sider the effect of the coal strike in 1925 on the revenues of the 
Delaware & Hudson. Revenues derived from coal traffic in 
1925 were $17,772,850, as contrasted with coal revenues of 
$22,308,428 in 1924. Total operating revenues declined from 
$45,012,988, in 1924, to $41,769,491, in 1925; whereas net income 
available for dividends declined from $5,817,376 to $4,907,708. 
This decline in gross operating revenues and net income is all 
the more significant when it is realized that railroad operations 
in other parts of the country were particularly successful in 
1925. As a matter of fact, combined net operating income for 
all Class I railroads in the country reached a higher figure in 
1925 than in any other year smce 1915, amounting to $1,121,- 
077,000, as contrasted with $973,837,000 in 1924. In more 
recent years, this railroad has suffered in common with the other 
hard coal roads from the decline of the anthracite industry. 

The case of the old Pere Marquette is another example fre- 
quently cited to show the dangers that may result from poorly 
diversified traffic. This road was originally built to serve the 
rich timber lands of Michigan. For a time all went well; but, 
as the lumber was cut off, traffic dwindled and earnings declined. 
The inevitable result was receivership and reorganization. In 
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fact, two reorganizations were necessary before the road finally 
emerged as a going concern. The growth of other industries 
in the territory that the Pere Marquette serves has, during 
recent years, improved its situation substantially. More 
recently, the road’s traffic has shown a more satisfactory diver- 
sity, products of forests constituting less than four per cent of 
total revenue tonnage carried in 1939.® 

The business of a railroad is different from that of a factory 
in that its plant and equipment are definitely committed to the 
one business of furnishing transportation services. If the road’s 
business centers largely bn the transportation of only one article, 
and if the demand for or source of supply of that article falls 
off, the road is helpless. A few roads with high traffic concen- 
tration have fared particularly well during the depression. The 
Chesapeake & Ohio and the Norfolk & Western were notable 
in this respect. Some statisticians are inclined to point out 
the vulnerability of such roads, however, on this very ground. 
On the other hand, roads such as the Pittsburgh & Lake Erie, 
heavily interested in coal, ore, and iron and steel tonnage, and 
the Pere Marquette, confined to a territory greatly affected by 
automobile production, suffered much 'more than average in the 
depression years following 1929. Traffic diversification is re- 
garded as protection against long-term failure of business 
rather than against the shorter-run ills of the business cycle. 

Diversified traffic. Roads that lack diversified traffic are 
affected in other respects. The Lehigh Valley, the Delaware 
& Hudson, and other coal-carrying lines are hampered by the 
fact that much of their traffic moves only one way. All these 
roads are required to have special equipment for hauling coal, 
yet the coal moves one -way only. On the other hand, empty 
cars have to be hauled back to the mines, and this hauling 
involves a cost with no corresponding return. It might also 
be added that roads with highly concentrated traffic suffer from 

^ CLASSIFICATION OF REVENUE FREIGHT TONNAGE 
OF PERE MARQUETTE: 1939 

Per Cent 

Products of Agncultui'e 

Products of Animals 

Products of Mines 

Products of Forests 

Manufactm'es and Miscellaneous 
Merchaudiso. ...... — 


10.07 

1.71 

46.14 

3.95 

36.66 

1.48 


100,00 
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seasonal depressions and periods of peak movements. In order 
to meet the heavy movement of traffic at certain times of the 
year, it is necessary to have facilities that lie idle during other 
months. Diversified traffic results in a more even distribution 
of business throughout the year. 

. Traffic density. The next matter to consider in analyzing 
railroad securities is that of traffic density. A road’s traffic is 
customarily divided into two major groups — freight and pas- 
senger. The freight density of a road may be found by divid- 
ing the number of tons of freight carried one mile by the number 
of miles of road operated. Passenger density is similarly 
obtained by dividing the number of passengers carried one 
mile by the number of miles of road operated. By thus com- 
paring the amount of freight or the number of passengers car- 
ried, in terms of the ton-mile or the passenger-mile unit, with 
the number of miles of road operated, we have a ratio that indi- 
cates the extent to which the facilities of one road, as com- 
pared with those of another road, are used. In this connection 
let us consider the freight and passenger density of three roads : 
the Pennsylvania, the Northern Pacific, and the Chicago, Mil- 
waukee, St. Paul & Pacific.'* 

TRAFFIC DENSITY OF SELECTED ROADS 

Avehagf.: 1930-1939 1939 


Freight Passenger Freight Passenger 

Pennsylvania 3,131,358 341,605 3,509,093 464,964 

Northern Pacific 692,315 34,087 836,400 33,890 

Chicago, Milwaukee, St. 

Paul & Pacific 775,131 46,306 842,586 40,790 


During the ten-year period 1930 to 1939, the Pennsylvania, 
operating in the densely populated trunk line territory, carried 
on the average more than four times as much freight per mile 
of road operated as did either of the two Northwestern carriers. 
Passenger traffic density during this period was ten and seven 
times heavier for the former than for the latter two, respectively. 
A comparison of these averages with those for the year 1939 
shows the gain in the traffic density of the Pennsylvania as 
smaller than that of the Northern Pacific but greater than that 
of the “Milwaukee.” 

Traffic density depends in a measure on the territory that a 
railroad serves, its terminals, and its connections with other 

‘Compiled from Moody’s Manual of Investments: Railroad Semriiies (New 
York: Moody’s Investore Service, 1940). 
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railroads. Roads that traverse densely populated areas or that 
connect important cities will have a greater traffic density than 
roads that serve thinly populated areas. It is also important 
that a road be so situated as to enable it to serve one or more 
ijnportant terminal cities. A road which connects Chicago 
with the Gulf, with Mississippi or Missouri river points, or 
with Pacific or Atlantic cities, has an excellent opportunity to 
make arrangements with other roads for reshipment of traffic 
over long distances. A road that merely serves an outlying 
area and acts largely as a feeder for other lines is at a disadvan- 
tage in this respect. Such a road is restricted to traffic that origi- 
nates or is consumed in its own area. The business of handling 
through shipments is possible only for roads that connect impor- 
tant cities. If the student will refer to a railroad map and note 
the areas and the important cities served by the four proposed 
trunk line systems, the New York Central, the Pennsylvania, 
the Baltimore & Ohio, and the Chesapeake & Ohio-Nickel Plate, 
he will note that each of these systems is advantageously located 
in this respect.® In addition, some of the roads included in the 
various systems created by stock ownership, such as the Erie and 
the Pere Marquette, are substantially strengthened by the out- 
lets and additional sources of traffic thereby afforded them. 

The roads that offer the greatest opportunities for speculative 
profits at the present time are those serving rapidly growing 
areas. Some Southwestern roads tshowed large increases in 
traffic and revenues during the years immediately prior to 1930, 
partly on account of the growth that took place in the terri- 
tories served. Future increases in density and revenues may 
reasonably be expected from the roads in that section. The 
New York Central, the Pennsylvania, and the New York, New 
Haven & Hartford serve areas where expansion in traffic is more 
uncertain and the opportunities for speculative profits are more 
limited. On the other hand, roads that at present have a low 
traffic density and are located in developing territory are in a 
position to take on additional business with no substantial 
increase in plant and with a less-than-proportional increase in 
operating expenses. 

Revenues per ton mile of traffic carried. In connection with 
traffic density, it is also important that one consider the nature 
of traffic handled. The mere fact that one road has a traffic 

' Map of trunk lines of the principal railroads appears opposite p. 174, blue 
section. Poor’s Manual oj Investments, Railroads, 1940. 
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density which is two times that of another road is not wholly 
significant, since the former road may have a relatively large 
amount of low-grade' freight. The character of business handled 
determines the relative amount of revenue derived from the 
road’s traffic. For example, the freight density of the Lehigh 
Valley in 1939 was 3,026,654; that is, over 3,000,000 ton miles 
of freight were hauled per mile of road. The average rate per 
ton mile, however, was only 1.04 cents. The New York, New 
Haven & Hartford' had a freight density in 1939 of 1,428,936, a 
figure slightly less than one half that of the Lehigh Valley, but 
it averaged 1.76 cents revenue per ton mile, or about two thirds 
more than that of the former road. For this reason the New 
York, New Haven & Hartford was able to show in that year gross 
freight revenue per mile of road of $25,206, as compared with 
$31,606 for the Lehigh Valley. In other words, with a freight 
density of only 47 per cent of that of the Lehigh, the New York, 
New Haven & Hartford was able to derive from its freight busi- 
ness 80 per cent as much revenue per mile of road as did the 
former road. The following table presents an interesting com- 
parison of the ton-mile revenues of selected roads in the year 
1939:“ 

CtlARACTER, OF TRAFFIC AND TON-MILE REVENUES OF 
SELECTED ROADS; 1939 

N. Y., 

Dclawaif N. Y. N. H. Norfolk & 

Freioht Classification & Hudson Central Atchison & H. Western 


Produots of Agriculture . 5.4% 7.2% 26.7% 21.6% 2.2% 

Products of Animals 1.5 1.9 4.0 2.2 .3 

Products of Mines 66.8 59.7 28.9 35.2 85.3 

Produots of Forests 2.6 2.1 4.8 3.8 2.0 

Manufactures and Mise... 23.7 29.1 36.6 37.3 10.2 

Average Revenue per Ton- 

Mile .856(1 .923^! 1.0905i 1.764(1 .661(! 


, Note the extent to which revenues vary with the class of 
freight handled. The Norfolk & Western has the lowest rate 
of revenue, the highest percentage of freight represented by 
products of mines, and the lowest under the manufactures and 
miscellaneous .group. The New York, New Haven & Hartford 
has the highest rate' of revenue, the lowest percentage classed 
as “products of mines,” and the highest classed as “manufac- 
tures and miscellaneous.” 


° Compiled from Poor’s Manual of Inuestments, Railroads, 1940. 
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Passenger versus freight traffic. If one looks at the com- 
posite operating results of all Class I roads in this country, he 
will note that freight business contributes more than any other 
single item to total revenues. The freight end of the railroad 
business is considerably more important than the passenger end, 
as shown by the figures from the combined income account of 
all Class I roads, given in the following table: 

COMPARISON OF TOTAL REVENUES AND FREIGHT AND PASSENGER 
REVENUES OP CLASS I ROADS IN THE UNITED STATES 

. Amounts in Miulions • . Pbrubntagbs . 

mm 1930 mse mss mm mso mss mss 

Total Revenues. $6,178 $6,281 $3,452 $3,565 100% 100% 100%i 100% 


Freight 4,317 4,076 2,786 2,852 70 77 81 80 

Passenger 1,287 728 357 406 21 14 10 11 


On the other hand, there are certain roads, such as the New 
York,. New Haven & Hartford, and the Long Island, where 
passenger revenues are very substantial. These passengers are 
largely persons who commute daily to work in New York City. 
In the case of the Long Island Railroad, almost all of whose 
stock is owned by the Pennsylvania Railroad, passenger revenues 
consistently amount to more than twice freight revenues. The 
passenger density of this road is the highest of any steam rail- 
road in the country.® These roads, however, are the exception, 
not the rule. Nevertheless, railroads operate under conditions 
of increasing returns, and a falling off in passenger revenues 
should not be disregarded, even if only a small part of the road’s 
total revenue is derived from its passenger business. 

From 1920 to 1929 there was a country-wide tendency for 
passenger business to decline, while freight revenues, on the 
whole, increased. Significantly, passenger traffic has shown much 
less improvement than that of freight since 1933. These move- 
ments are indicated in the data appearing on page 469, and in 
Figure 18, on page 468. Since mileage operated has changed 
but slightly during the period shown there, traffic density figures 
would parallel the traffic figures. 

The decline in the number of passengers carried and in pas- 
senger density may be accounted for by the increasing use of 

’’ Compiled from Siatislics oj Railways in the United States, Interstate Com- 
merce Commission. 

’'Moody's Manual of Investments: Railroad Securilies (New York: Moody s 
Investor,s Service, 1939), p. 760. 
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automobiles and buses. Truck transportation has undoubtedly 
taken away some freight traffic from the railroads, especially in 
congested areas where short hauls predominate; but where the 
average haul is long, transportation by rail has generally proved 
more economical than transportation by truck. In view of the 
preceding tendencies, it is essential to study carefully the man- 
ner in which individual roads have fared in respect to passenger 
and freight traffic increases or decreases and to consider their 
future prospects under changed conditions. 

During the recent past, the trucking industry was able not 
only to benefit from the lower prices that determined its costs 
but also to reduce wages in a manner that was impossible for the 
railroads, which were manned by skilled workers, who were 
strongly unionized. Both motor trucks and automobiles were 
rapidly increasing during the period for which figures are shown 
above. Today they have fiUed their logical niche in a transpor- 
tation field ^ready fairly fuU. Any future expansion will 
depend upon increased efficiency and cost reductions, which may 
be counterbalanced by similar steps on the part of the railroads. 
Lighter-weight equipment may make possible lower per ton- 
mile and per passenger-mile costs, such as were in process prior 
to 1929, but which are often overlooked. However, the shorter 
service life and more frequent scrapping of old equipment by 
the user of motor trucks means a flexibility in meeting obsoles- 
cence that will require the most alert and aggressive action if 
it is to be met successfully by railroad management. 

Length of mileage. The length of mileage operated by a 
road is another general factor to be considered. As a rule, roads 
with long mileage enjoy diverse traffic and long hauls. Long 
hauls are often more profitable to a road tlian short hauls, 
because handling and terminal costs are proportionately less. 
Regardless of the length of haul, only one set of terminal costs 
is necessary. Tor these reasons it rarely happens that a road 
or system operating less than 1,000 miles is profitable. The 
exceptions are those roads that operate through very densely 
populated areas or that connect important terminals. 

The presence of extra main line trackage likewise indicates a 
better utilization of the system. It has been estimated by 
railroad engineers that the carrying capacity of a railroad is 
increased from 2'^ to 5 times by double tracking. The pres- 
ence of double tracks increases the rate of speed at which trains 
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may bn run, eliminates the delays frequently incurred where 
trains meet at turnouts, and makes possible much greater effi- 
ciency in train operation. 

Specific tests of operating efficiency; analysis of financial 
statements. Analysis of the second group of factors — those 
over which the management has a direct control — requires a 
study of the financial statements issued by the separate roads. 
In contrast with the wide differences found in the accounting 
practices of industrial and, to some extent, of public utility cor- 
porations, one finds a pleasing uniformity in railroad accounts. 
All roads engaged in interstate commerce are required to keep 
their uniform accounts as prescribed by the Interstate Commerce 
Commission. Furthermore, the completeness with which infor- 
mation is given enables a much more valuable comparison to be 
made of various roads than would otherwise be possible. 

The income account. The basic form of income account now 
prescribed by the commission follows: 

STANDARD FORM OF INCOME ACCOUNT FOR RAILROADS 

Section L— Operating Revenues. 

Freight revenues. 

Passenger revenues. 

Other transportation revenue (including mail, express, etc.) . 

Nontransportation revenue. 

Total operating revenue. 

Section II,— Operating Expenses. 

Maintenance of way and structures. 

Maintenance of equipment. 

Traffic expenses. 

Transportation expenses. 

General and miscellaneous expenses. 

Transportation for investment (credit). 

Less total operating expenses. 

Section III.— Net Operating Revenues. 

Less railway tax .accruals. 

Section IV. — Operating Income. 

Add: 

Rent from locomotives. 

Hire of freight cars (credit). 

Rent from passenger train civrs. 

Rent from joint facilities. 

Other income. 
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Section V. — Total Operating Income. 

Deduct: 

Hire of freight cars (debit). 

Rent for locomotives. 

Rent for passenger, cars. 

Rent for joint faeilities. 

Rent for other equipment. 

Section VI. — Net Railway Operating Income. 

Add nonoperating mcome; 

Dividends received. 

Income from funded securities. 

Income from unfunded securities and accounts. 

Rents received. 

Miscellaneous income. 

Section VII. — Gross Income. 

Deduct: 

Interest on funded debt. 

Interest on unfunded debt. 

Rents for leased roads. 

Miscellaneous rents. 

Miscellaneous charges. 

Section VIII. — ^Net Income. 

Deduct: 

Dividends paid. 

Special appropriations. 

Profit or loss for the year. 

The income account of the Pennsylvania Railroad Company 
for the year ended December 31, 1939, is given below for illus- 
trative purposes.® It will be noted that this account follows 
very closely the standard form shown on pages 493 and 494. 

INCOME STATEMENT OP THE PENNSYLVANIA RAILROAD 
COMPANY FOR THE YEAR ENDED DECEMBER 31, 1939 

(10,270.01 Miles Operated) 

Operating Income 


Railway Operating Revenues 1430,930,777.90 

Railway Operating Expenses 306,900,834.75 


Net Revenue from Railway Operations $124,029,943.15 

Railway Tax Accruals 40,096,846,60 


Railway Operating Income $ 83,934,096,66 

Hire of Equipment — Debit Balance 4,976,914.97 

Joint Facility Rents — Debit Balance 1,662,853.18 


Net Railway Operating Income $ 77,304,328.40 


” Taken from the Ninely-third Annwl Report of The Pennsylvania Railroad 
Company for the year ended December 31, 1939, p. 7, 



ANALYSIS OF RAILROAD SECURITIES 495 

Nonoperaling Income 

Income from Lease of Eoarl 3 376,480.17 

Miscellaneous Rent Income 2,312,269.08 

Dividend Income 23,516^383.37 

Income from Funded Securities ' 4’786,’s59.82 

Income from Unfunded Securities and Accounts 283,096.75 

Income from Sinking and Other Reserve Funds 5,286,003.27 

Miscellaneous 303,848.39 

Total Nonoperating Income S 36,864,229.85 

Gross Income .8114,168,658.25 

Deducliom from Gross Income 

Rent for Leased Road.s 8 60,967,678.32 

Miscellaneous Rents 897,741.09 

Miscellaneous Tax Accruals 178,456.66 

Interest on Funded Debt 28,491,156.57 

Interest on Unfunded Debt 137,015.68 

Miscellaneous 1,464,085.27 

Total Deductions from Gross Income $ 82,136,033.39 

Net Income 8 32,032,624.86 

Dis'posiiion of Net Income 

Sinking and Other Reserve Funds .8 6,103,359.39 

Dividend (2%) paid December 18, 1939 13,167,754.00 

Construction Expenditures and Advances — Leased Linos and Affili- 
ated Companies borne by the Pennsylvania Railroad Company 2,761,479.31 

Total $ 22,022,692.TO 

Balance Transferred to Credit of Profit and Loss $ 10,009,932.10 

Profit and Loss Statement 

Amount to Credit of Profit and Loss, December 31, 1938 $161,593,663.39 

Add; ' 

Balance of Income for the Year 10,009,932.16 

$171,603,595.55 

Deduct: 

Retirement of Property 5,120,345.21 

Sundry Net Debits 1,059,487.21 

Amount to Credit of Profit and Loss, December 31, 1939 $ 166,423,763.13 


The various sections of this report may now be considered in 
greater detail. Section I in the original annual report showed 
the various sources of gross revenues in detail; 

Amount Per Cent 

Freight $320,960,493 74.5 

Passenger 71,106,822 16.5 

Mail ■ 12, 073,877 2.8 

Express 6,140,692 1,4 

All Other Transportation •6,829,396 1.6' 

Incidental 13,326,753 3.1 

Joint Facility 492,746 .1 


Total. 


$430,930,778 


100.0 
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The items require no elaborate explanation. They include the 
total revenues of the road as derived from operating trains over 
its owned and its leased mileage. Nonoperating income is 
excluded from this section. Obviously the greater part of the 
operating revenues of a road will be derived from its freight and 
passenger business. The average figures for the United States 
as a whole show that approximately 80 per cent of all operating 
revenues are derived from handling freight, about 11 per cent 
from passengers, and the balance from mail, express, and inci- 
dental transportation services.^ 

Operating revenues per mile of road. An excellent test, very 
similar to that for traffic density, may be made by dividing oper- 
ating revenues by miles of road operated. This study may be 
further refined for coihparative purposes if desired, by ascer- 
taining freight revenues or passenger revenues per mile of road. 
“Revenues per mile of road operated” is a better measure of 
the amount of traffic carried by a road than is either freight 
density or passenger density as previously defined (see page 
488), for it gives weight not only to the amount of traffic per 
mile of road, but to the dollar value of this traffic as well. 

It is interesting to note the extent to which revenues per 
mile of road vary in different sections of the country. The fol- 
lowing table shows the combined results for selected roads oper- 
ating in different geographical divisions of the country for the 
year 1937 : ' 


MILES OP ROAD OPERATED, OPERATING REVENUES, REVENUES 
PER MILE OF ROAD, AND OPERATING RATIOS: 1937 


Region 

Miles 
of Road 
OpercUed 

Operating 
Revenues 
(Thousands 
of DoUars) 

Operating 
Revenues 
per Mile 
of Road 

Operating 

Ratios 

New England 

6,977 

S163,414 

.$23,400 

76.9% 

Great Lakes 

26,478 

779,938 

29,500 

76.6 

Central Eastern 

24,758 

869,322 

35,100 

73.6 

Pocahontas 

6,039 

250,993 

41,600 

66.2 

Southern 

38,679 

516,591 

13,400 

75.6 

Northwestern. 

45,969 

476,250 

10,400 

76.6 

Central Western 

66,860 

778,772 

13,700 

78.2 

Southwestern 

29,418 

330,788 

11,200 

76.0 

All Regions 

236,168 

$4,166,068 

$17,700 

74.9% 


One of the difficulties encountered in analyzing railroad securi- 
ties is that no one ratio taken by itself is significant. This is 
“ See table on p. 491, 

‘^Statistics of Railways in the United Stales, 1937. 
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true of revenues per mile of road. Until we know the operating 
ratio of the road and its capitalization per mile, it is impossible 
to derive any very intelligent deductions from per mile revenue 
statistics. If one road requires 80 per cent of its operating 
revenues to zneet operatmg expenses, while another requires 
only 65 per cent, it is at once obvious tbat each dollar of operat- 
ing revenue received is more valuable to the second road than 
to the first. Similarly, it is important to know the per mile 
capitalization of the two roads. If high per mile revenues are 
accompanied by a high per mile capitalization, the advantages 
of heavy traffic may be nuUified.^^ It is, in fact, impossible to 
center one's attention on any one statistical measurement in 
analyzing railroad securities. It is necessary to consider the 
whole range of data available and then to form as reasonable 
and intelligent a judgment as possible. 

Operating and maintenance ratios. The operating ratio of 
a railroad is found by dividing its total operating expenses by its 
total operating revenues}^ The resulting figure indicates the 
percentage of gross revenues required in the operation of the 
business. While it is true that the operating ratio of a road 
gives a general picture of the road's efficiency, such information 
is not in itself complete. The truth of this statement becomes 
apparent when One examines more closely the significance of 
the various items contained under Section II of the Income 
Account. Let us, therefore, analyze in some detail each of the 
subdivisions found under the heading “Operating Expenses.” 

The item “Maintenance of way and structures” includes all 
items of expense incurred in the repairing and renewing of the 
railroad's track, roadbed, bridges, tunnels, stations, docks and 
buildings, interlocking signal devices, power plants, and trans- 
mission lines, as well as write-offs for depreciation on these items. 
In other words, the expenses segregated under this item cover 
aU outlays incurred in maintaining the so-called way and struc- 
tures of the road in a proper state of repair, as well as such 
depreciation in values as occurs thereon through ordinary wear 
and tear, age and obsolescence. Any “retirement” expense — 
that is, loss arising from the retirement of property not pre- 
viously cared for by the depreciation allowances — is also in- 
cluded. Railroad accounting differs from accounting in other 

“ For further oonsideratiott of capitalization per mile of road and its effect on 
railroad securities, see p. 510. 

"For data on average ratios for 1912-1939, see p. 473, 
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fields in that it combines repairs, depreciation, and retirements 
under the title of maintenance, instead of identifying it with 
repairs alone, as is usually the case. Supporting schedules in 
the railroad’s annual report permit the study of these three sub- 
divisions in detail. 

“Maintenance of equipment” includes items of expense in- 
curred in repairing and renewing the rolling stock of the road 
—that is, its cars, locomotives, ear shops, shop machinery, and 
the like. It also includes write-offs for depreciation on these 
assets. In this way the assets of the road are divided into non- 
movable (way and structures) and movable (rolling stock and 
assets associated therewith). 

“Traffic expenses” includes all costs incurred in procuring 
business for the railroad. They may be compared with the 
selling expenses of an industrial plant. The traffic manager of 
a railroad is really its sales manager, since it is he who is respon- ^ 
sible for getting business. Included under traffic expenses, there- ' 
fore, we find expenses and salaries of traffic managers, freight 
solicitors, advertising, industrial, and immigration bureaus, and 
the like. 

“Transportation expenses,” sometimes called “Transportation 
rail-line,” includes all expenses incurred in moving trains. To 
this account are charged the wages of station' employees, flag- 
men, yardmen, clerks, watchmen, engineers, and trainmen; the 
cost of dispatching trains, fuel and supplies for locomotives; 
expenses for water supply; the operation of joint yards and 
terminals; and telegraph and station service expenses. In short, 
all costs of train movement are included in this subdivision of 
the Income Account. 

, Under the heading “General expenses” are grouped the sal- 
aries of the general officers of the road and their office expenses, 
including: salaries of clerks and attendants; expenses for office 
supplies, stationery, and legal work; pensions to old employees; 
and other so-called indirect expenses. “Miscellaneous expenses” 
includes expenses incurred in the operation of dining cars and 
restaurants, grain elevators, stockyards and in the furnishing 
of other special services that are collateral to the main business 
of the road. 

“Transportation for investment (credit)” is set up to absorb 
all expenses connected with the movement of company materials, 
transportation of company officials using passes, and other costs 
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involved in the transportation of materials or persons in con- 
nection with construction. This account is then deducted from 
total operating expenses and added to the asset being constructed, 
in order that total railway operating expenses may represeht 
only the movement of revenue traffic. 

The first conclusion generally drawn from a comparison of 
the operating ratios of two roads is that the road with the lower 
ratio is the one more efficiently operated, and should therefore 
be considered the better medium of investment, other things 
being equal. This assumption is not entirely true, however, 
because certain of the various items making up operating 
expenses have a different effect on the investment status of the 
road’s securities than do other expense items. Let us consider 
in this connection the amount spent for maintenance, which is 
discretionary within a certain range. The average amount spent 
by all roads in the United States for maintenance is about 33 
per cent of operating revenues. If, however, a given road 
spends more on maintenance items than does another road, it 
may mean that its physical assets are being kept in a better 
state of repair. In fact, it is entirely possible for a road to go 
so far in maintenance expenditure that in substance it actually 
increases the capital value of its assets. Yet, so long as such 
expenditures are charged to income and not to asset accounts, 
the result is an increase in operating ratios. One may naturally 
ask the question : “Does this policy truly register inefficiency?” 
On the other hand, another road, by neglecting its way and 
structures and equipment, may show much lower operating 
expenses and a lower operating ratio. Again, it may be asked: 
“Is the second road more efficiently operated than the first?” 
A mere examination of the operating ratio of a railroad fails to 
give a complete picture of its operating efficiency. 

It is possible to illustrate this situation by means of two hypo- 
thetical examples. Let us consider that Roads A and B are 
similar in respect to territory served and the nature of traffic 
density, and operate approximately the same amount of gross 
mileage. The percentages of total operating revenue consumed 
by the various classes of operating expenses for both roads are 
as follows: 

”The ratios given here for Road A approximate the average for all roads of 
the Xinited States for 1929. See Statistical Abstract af the United Slates, 1930, 
p. 410, for oi-iginal datf 
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Item A B 

Per Cent of Operating Revenues Consumed by: 

Maintenance of Way and Structures 14 11 

Maintenance of Equipment 19 13 

Transportation Rail and Water 33 38 

Traffic and General 6 7 

Total Operating Expenses 72 69 


In the above illustration, Road A’s operating ratio is higher 
than that of Road B, yet a closer examination shows that Road 
A is putting a much larger percentage of its operating revenues 
back into its properties than is Road B, and is actually conduct- 
ing its real business, that of furnishing transportation, in a some- 
what more efficient manner than Road B. This fact is indicated 
by its transportation ratio, as the ratio of transportation expense 
to operating revenues is called. Thus, if one seeks an indica- 
tion of the operating efficiency of one road as compared with 
another, he should go further than a mere comparison of operat- 
ing ratios. A far better index of the operating efficiency of a 
road is the ratio of “General, Transportation, and Traffic ex- 
penses” to “Operating Revenues.” This ratio is the most impor- 
tant single item available for measuring both the efficiency 
with which a road is operated and its profit-making possibilities. 
In some respects this item actually reflects all other matters 
of efficiency, since everything accomplished in the way of eco- 
nomical operation sooner or later has its effect in raising or lower- 
ing the so-called “transportation ratio” of the road. 

Again, it is necessary to add a word of caution. In comparing 
the transportation ratios of various roads, one must consider 
the relationship that exists between classes of freight and gross 
revenues. The fact that certain kinds of freight are more 
remunerative than others cannot be overlooked in comparing 
transportation ratios, although it by no means follows that roads 
with a predominance of low-paying freight always have high 
operating ratios. The added services that must sometimes be 
rendered in connection with high-class freight traffic may offset 
the higher rate received thereon. Viewed in another way, low- 
grade freight, carried in large trainloads, with no additional 
service, may prove as profltable in terms of net revenues as the 
higher-class freight. Again, the most valid comparisons are 
between roads that are similarly situated and that move essen- 
tially the same kinds of traffic. 

Analysis of maintenance expenses: equipment. Some indi- 
cation of the liberality of a road in respect to its maintenance 
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of equipment may be had by dividing mainteuauce of equip- 
ment expenses by gross revenues. This will show the percen- 
tage of gross revenues devoted to the maintaining of equipment, 
but it is not the most accurate test in respect to this item. It 
is possible to go somewhat further and reduce maintenance of 
equipment expenses to a “per mile of road'' basis. Even this 
basis of comparison is open to the fundamental objection that no 
account is taken of the number of engines which one road has 
as compared with another. If Road A has twice as many engines 
per 1,000 miles of road as Road B, the first road obviously 
should spend more to maintain equipment than the second. It 
is more accurate, therefore, to reduce “maintenance of equip- 
ment" to a “train mile" basis. The results of such a compari- 
son are far more satisfactory than the per mile of road method, 
even though it fails to take account of the various types of 
equipment which a road operates. 

The most accurate analysis of equipment expenses requires 
that the amount of maintenance charged to each type of equip- 
ment — ^locomotives, passenger cars, and freight cars — ^be divided 
by the number of locomotive miles or car miles registered by 
each class of equipment. While this gives very accurate and 
comparable data on the maintenance policies of a given road 
in respect to equipment, the average investor is unlikely to 
make these computations. In some instances the annual reports 
of the road furnish these ratios. In other cases, it is necessary 
to consult the reports on file with the Interstate Commerce Com- 
mission in Washington. Therefore the investor, for practical 
purposes, is likely to rely largely on the ratio of maintenance of 
equipment to gross revenues, or maintenance of equipment 
per train mile. For illustrative purposes these ratios are shown 
for four of the leading Northwestern roads for the year 1939:^® 


COMPARISON OF MAINTENANCE OF EQUIPMENT EXPENDITURES 
OP FOUR NORTHWESTERN CARRIERS: 1939 


Chicago, Mil., St. Paul & Pacific 

Chicago & Northwestern 

Great Northern 

Northern Pacific 


Mainle- MairUe- Mainte- 
Gross natice of wince of nance 
Revenues Equipment Equipment of Eguip- 
(Thousands (Thousands to Gross ment Per 
of Dollars) of Dollars) Revenues Train Mile 
106,875 19,817 18.6% $.775 

87,250 17,538 20.1 .769 

91,783 15,431 16.8 .902 

63,882 12,722 19.9 .913 


‘Data from Moody’s Manual o/ Investments, Railroad Semirilies, 1940. 
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A further test of the actual physical equipment of a road, 
quite independent of the amount expended on its maintenance, 
is found in the percentage of bad order cars and bad order loco- 
motives to the total “on line.” A road is generally considered 
as standard that has not more than 6 per cent of its cars and not 
more than 15 per cent of its locomotives in bad order. Thus a 
check is provided on the current maintenance charges. When 
maintenance is neglected, the percentage of unserviceable equip- 
ment will rise in an unhealthy manner. Changes in the per- 
centage are often more significant than the actual percentage 
itself. When business is greatly depressed, the unserviceable 
equipment may not be used, and the service may not suffer, but 
an accumulation of deferred maintenance is revealed which will 
burden the expenses in subsequent years. The following table 
shows the average condition and significant tendencies; 

CONDITION OF RAILROAD EQUIPMENT IN THE UNITED STATES: 

1920-1938* 

Percentages of Unserviceable Freight Equipment 

mo im 19S0 mi wss ms m 4 lose lose i9S7 ms 


Locomotives, , , . 24.5 17.8 17.5 20.7 26.6 32.7 33.9 33.8 30.5 25.5 29.4 

Cars 7.0 7.7 6.2 7.8 10.6 14.1 14.6 14.0 12.8 10.1 11.9 


* Compiled from Statialieu of RaUmiya of Claaa I, Bureau of Railway Eoonomios, and Freight Service 
Operating Staiialioa of Claaa I Steam Railwaya in the United Statea, Bureau of Statiatioa, Interstate 
Commeroe Commission, 

Analysis of maintenance expenses: way and structures. 
The most obvious ratio for comparing the maintenance of way 
and structure expenses of one road with another is the percen- 
tage of operating revenues used for that expense by each road. 
Another significant ratio for comparative purposes may be 
obtained if maintenance of way and structure expenses is reduced 
to a per mile basis by dividing such expenses by the number of 
miles of road operated. This ratio again must be interpreted in 
the light of the traffic density of the road. The per mile mainte- 
nance expenditures of a road with a freight traffic density of 
1,000,000 would naturally be less than that for a road with a 
density of 3,000,000, for the wear and tear on the latter road 
would be substantially greater than on the former. For this 
reason such comparisons are most significant if one first divides 
the roads to be studied into groups showing approximately the 
same traffic density, and then ascertains the amounts expended 
over a period of years for maintenance of way and structure on 
each road ivithin the group. 
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In actual practice, a further refinement is applied in com- 
paring maintenance expenditures. It is at once apparent that 
the amount required to maintain a four-track road is not twice 
that required to maintain a two-track road of similar length, 
nor four times that required to maintain a single-track road. 
A unit known as “miles of track equivalent” is, therefore, com- 
puted somewhat as follows. If one assumes that each extra mile 
of main track can be maintained at a cost of 70 per cent of the 
cost required for a mile of single track, and that a mile of siding 
can be maintained at 50 per cent of the cost of maintaining 
a mile of main track, then, by multiplying the number of miles 
of extra track by .7, and the miles of siding by .5, and adding 
these results to the number of miles of main track, he will have 
an adjusted figure representing the number of track miles in 
terms of maintenance. This figure is used as the denominator 
for reducing maintenance of way expenditures to an “equated 
track-mile” basis. 

It is possible, however, to avoid making this adjustment and 
to give proper account to traffic density by the use of revenue 
train miles as the denominator. Expenditures for way and 
structures maintenance per revenue train mile, where they are 
available, are perhaps the best ratio for a comparison of the 
policies of various roads. The table below shows the percen- 
tage of gross devoted to maintenance of way and structures and 
the amount of such expenditures per revenue train mile for 
selected Northwestern roads in 1939; 


ANALYSIS OF MAINTENANCE OF WAY EXPENDITURES: 1939 


Maintenance of 
Wat and Stboo- 
TVRBB Expenses 


Maintenance Mainie- Per 


Gross of Way and narweof Rev- 

Revenues Structures Way and cnue 

{Thousands (Thousands Slrudures Train Per Mile 

Road of Dollars) ofDoUars) to Gross Mile Road* 


Chicago, Mil., St. Paul & 

Pacific 106,875 18,294 17.1% $.702 $1,676 

Chicago & Northwestern 87,260 13,861 15.9 .608 1,660 

Great Northern 91,783 11,259 12.3 .668 1,396 

Northern Pacific 63,882 8,570 13.4 .616 1,275 


* Unadjusted. 


Other revenues and expenses related to operations. The 
first item in Section III of the standard income account is des- 

in’t-.atoA fn-r Tinprinocio nf nrASATif rlisAii.sjsinn ns “MaI nnArntinff 
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Revenues.” This subtotal represents the actual net earnings at- 
tributable solely to train operation without any deduction for any 
taxes, or for the fixed charges, and without reference to 
so-called nonoperating income or expenses. After tax accruals 
have been deducted, the “Operating Income” of the road is 
obtained. To this item are added certain other items, such as 
revenues received from the rental of equipment, or joint facili- 
ties. Hire of freight cars may be a debit or a credit item, depend- 
ing on the relative amounts received and charged under the 
per diem arrangement by which freight cars are allowed to go off 
the parent line. A charge of $1 per day is allowed to the owning- 
road for all box cars and special rates for other equipment as 
they are used by other lines. On the other hand, the lending 
road may be using cars of other lines at the same time. Conse- 
quently, if a line is abundantly supplied with freight cars, it is 
likely that this item will be a credit; otherwise its receipts will 
be less than the amounts charged by other roads, and the item 
will be a debit. 

When these deductions (or additions) have been made, “Net 
Railway Operating Income” is secured. It is this item that one 
compares with the valuation of the road’s property to deter- 
mine what rate of return has been earned. 

Gross and net income. The addition of nonoperating in- 
come, such as dividends received on stocks owned, interest on 
bonds and notes owned, rents received for leased properties (as 
distinct from temporary loans of equipment), and miscellaneous 
income, will give “Gross Income.” The source and regularity of 
this income should be studied. Dividends received may be more 
or less than the earnings of particular stocks. In this way, 
Pennsylvania is said to have “hidden earnings” because in recent 
years the dividends of its investment subsidiary, Pennsylvania 
Company, have not reflected its full earnings. 

The sum of operating and nonoperating income is some- 
times referred to as the “Amount Available for Fixed Charges.” 
It is possible to determine at this point the number of times total 
charges have been earned, but it is not possible to tell by how 
much margin the charges on any particular issue of bonds have 
been earned. The exact priorities that the various bond issues 
enjoy in respect to earnings will depend on the security underly- 
ing the bonds. Discussion of this matter will be deferred until 
analysis of the balance sheet is taken up, at which time the whole 
matter of the position of the various bond issues of a given road 
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is again considered. After all fixed charges have been deducted 
from “Gross Income,” the amount available for dividends on the 
preferred and common stocks of the company, as well avS for 
special reserves, remains. The balance, after these charges 
have been paid, is carried to the profit and loss account in the 
balance sheet. 

For statistical purposes it is frequently desirable to reduce 
all of the main subdivisions of the income account to a per 
mile basis. In this way it is possible to compare different 
roads in respect to such items as total revenues, operating ex- 
penses, fixed charges, and rentals on a per mile basis. Where 
per mile figures are used in this way to make a comprehensive 
study of the earnings and expenses of two or more roads, they 
have a real value. On the other hand, erroneous conclusions 
may result from an attempt to compare two roads by analyz- 
ing only certain items on a per mile basis. As already stated, 
it. would be illogical merely to compare the fixed charges per 
mile for one road with those for another road without referring 
to earnings, operating expenses, and other income. Much the 
same thing could be said in respect to almost any phase of the 
work of analyzing railroad securities. A proper conclusion 
requires the weighing of the relevant individual factors. 

Train movement or traffc statistics. Another group of statis- 
tical data is available from current sources that are not primar- 
ily financial, but that deal rather with operating results, such 
as train and ear movements. For instance, the average train- 
load measures efficiency in train movements and also gives some 
clue as to the condition of equipment. The heavier the train- 
load, other things being equal, the lower the overhead expenses 
for the journey. The addition of more cars to a given train 
does not increase proportionately the cost of hauling. Heavy 
train movements may be affected by proper routing and dispatch- 
ing and are also made possible by adequate equipment. There 
is, however, a limit to the use of such statistics, because of differ- 
ences in classes of traffic. A road that hauls a substantial 
amount of bulky and heavy freight, such as coal, should be 
able to show a large average trainload. On the other hand, a 
road that is required to handle large amounts of light, but high- 
classification, freight, per sc, will have a lighter average train- 
load, although such traffic may be highly profitable. 

The percentage of “loaded” to total car mileage indicates 
the extent to which “empties” must be hauled. It is highly 
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important that a road reduce the hauling of empty cars to a 
minimum. The reduction of empty car movements may be 
encouraged by proper routing and classification, although the 
nature of the territory and character of traffic hauled will make 
it necessary for some roads to haul proportionately more empty 
cars than others. This is particularly true of roads that 
require special equipment for one-way freight, such as the coal 
carriers. Other roads, such as the grain carriers, also suffer 
from having heavy one-way movements in traffic, with no 
opportunity to utilize the necessary return movement of empty 
equipment to the producing area. 

Additional statistics are sometimes used in the analysis of 
railroad operations, but these may be considered as secondary 
to those already suggested. Besides the freight 'and passenger 
density figures, the utilization of facilities may be studied in 
the number of train miles per mile of road. The train is one 
unit of operation and certain figures, such as revenues, revenue 
ton miles, and car miles, may be studied per train mile. The 
average revenue derived from each ton of revenue freight hauled 
or from each passenger may also be given without reference to 
the length of haul. Where such a comparison is made, one 
would expect high revenues per unit on roads with long hauls, 
and vice versa. In the following table, which is presented for 
illustrative purposes, various ratios just discussed for four 
selected Northwestern roads are given for 1939: 


OPERATING STATISTICS, SELECTED NORTHWESTERN ROADS; 1939 



Average 

7oof 

Loaded 

Freight 

Train 

Passenger 

Train 

Avefage 

Average 


Revenue 

to Total 

Miles 

Miles 

Revenue 

Revenue - 


Trairdoad 

Car 

per Mile 

per Mile 

per Ton 

per Pas- 

Road 

Tons 

Mileage 

Road 

Road 

Freight 

sengei' 

Chicago, Mil., St. 
Paul & Pacific . 

631.73 

61.6% 

1,340 

1,628 

12.62 

$1.79 

Chicago & North- 
western 

602.00 

63.6 

1,189 

1,540 

1.86 

0.66 

Great Northern. . 

919.31 

61.4 

1,170 

960 

2.43 

4.01 

Northern Pacific. 

718.00 

66.7 

1,165 

909 

3.15 

4.08 


The balance sheet. The balance sheet has the same general 
significance in railroad accounting as in industrial or public 
utility accounting; that is, it represents a cross section of the 
road’s financial condition at a given instant of time. For dis- 
cussion purposes a balance sheet for the Pennsylvania Railroad 


liata from Standard Corporation Rerords, Standard Statistics Co. 
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Company, as of December 31, 1939, is shown on pages 508-509. 
The arrangement of accounts in this statement conforms closely 
to the standard by which all railroad balance sheets are published. 

Investments. On the asset side of this statement the first 
subdivision is headed “Investments.” Unlike the balance .sheet 
in other fields, the title covers physical plant as well as security 
holdings in other corporations. Under this caption are listed: 
(1) actual physical railroad property, which includes both its 
own road and equipment, and improvements made on the prop- 
erty of leased roads; (2) sinking funds, representing assets segre- 
gated for the retirement of debt; (3) miscellaneous physical 
property which is not for transportation service, such as land, 
buildings, or hotels; and (4) various investments in securities 
which represent the source of most of the railroad’s nonoperat- 
ing income. Such investments may comprise securities of other 
roads not controlled, of businesses affiliated with the railroad 
industry, or of companies not associated in any way whatsoever 
with the business. 

Current assets. The next subtitle, “Current assets,” re- 
quires no elaborate description. The various accounts listed 
under this' heading comprise such items as cash, certain deposits, 
loans and bills receivable, amounts due from agents and con- 
ductors, miscellaneous accounts receivable, inventories, and 
accruals in the form of interest, dividends, or rents. 

Other assets. The remaining assets, consisting of deferred 
assets and unadjusted debits, are usually of little importance. 
Some of the funds included in deferred assets resemble “working 
funds.” in that they represent amounts left with officers and 
employees to meet various items of an expense nature. Sinking- 
funds, however, are investments made to take care of funded 
debt retirements and appear in the first section of the balance 

Unadjusted debits are miscellaneous items not properly in- 
cluded under the other headings. They include prepaid ex- 
penses, discount on bonds and stocks issued, and suspense items 
that are to be added later to some asset or expense account. In 
other industries the first two of these items would be classed as 
deferred items. Examples of each type will be found in the 
Pennsylvania balance sheet. 

Capital items. The first items appearing under liabilities • 
represent the stock and funded debt of the company. These 
accounts are of special significance to the investor and should be 
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fJONDBNSED GENERAL BALANCE SHEET OF THE PENNSYLVANI. 
RAILROAD COMPANY; DECEMBER 31, 1939 


Assets 

Investments; 

Investment in Road and Equipment; 

Road $642,431,766 

Equipment 606,783,833 

General Expenditures ' 8,375,720 

$1,257,591,30 

Improvements on. Leased Railway Property* 121,638,19 

Sinking Funds 4,463,63 

Miscellaneous Physical Property 2,212,13 

Investments in Affiliated Companies* 634,709,09 

Investments in Securities of Pennsylvania Railroad Co 910,18 

Other Investments* 66,284,69 


Total Investments $2,087,809,25 


Cm'rent Assets; 

Cash $ 64,353,164 

Unexpended Proceeds of Bond Issue 15,674,558 

Cash for Railroad Retirement Tax 3,006,627 

Loans and Bills Receivable 7,730 

Traffic and Car Service Balances Receivable 6,129,949 

Net Balance Receivable from Agents and Con- 
ductors 10,424,646 

Miscellaneous Accounts Receivable 12,494,088 

Material and Supplies 33,383,337 

Interest and Dividends Receivable 4,963,132 

Other Current Assets 242,980 


Deferred Assets; 

Working Fund Advances 

Insurance Fimd 

Trust Created October 9, 1878. 

Other Reserve Funds 

Other Deferred Assets 


$ 213,581 

19,743,880 
89,810,226 
2,980,246 
2,601,140 

115,249,07 


Unadjusted Debits; 

Rents Paid in Advance $ , 75,269 

Other Unadjusted Debits 6,395,691 

5,470,90 


Total . 


$2,369,209,49 
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Stock: 

Capital Stock (par value $60 per share) 

Premium Realized on Capital Stock from January 1, 1909. . . 
Long-Term Debt: 

Funded Debt of Pennsylvania Railroad Company* $566,010,720 
Funded Debt of Acquired Companies Assumed by 


Pennsylvania Railroad Company* 30,863,000 

Funded Debt Assumed* 23,699,000 

Guaranteed Stock Trust Certificates 7,478,250 

Equipment Trust Obligations 62,374,000 

Girard Point Storage Company, First Mortgage 

33^8 1940 1,500,000 

Mortgages and Ground Rents Payable : . 189,164 


Current Liabilities: 

Traffic and Car-Service Balances Payable . $ 8,167,114 

Audited Accounts and Wages Payable . . . 16,662,519 

Leased and Affiliated Companies and Various 

Funds — ^Deposits 14,274,878 

Railroad Retirement — Taxes — ^Employes 1,519,465 

Miscellaneous Accounts Payable 2,422,366 

Interest Matured Unpaid 2,045,934 

Dividends Matured Unpaid 1,095,051 

Funded Debt Matured Unpaid 58,831 

Unmatured Interest Accrued 6,217,672 

Unmatured Rents Accrued 5,752,384 

Other Current Liabilities 1,010,207 


Deferred Liabilities: 

Other Deferred Liabilities 

Unadjusted Credits: 

Tax Liability $ 18,427.694 

Railroad Retirement — ^Taxes — Company 1,520,878 

Railroad Unemployment Insmance — ^Taxes — Com- 
pany 1,929,084 

Premium on Funded Debt 113,907 

Reserve for Injuries to Persons 2,660,101 

Reserve for Loss and Damage — ^Freight 2,299,635 

Accrued Depreciation — ^Road 38,272,648 

Accrued Depreciation — Equipment 302,536,704 

Accrued Depreciation — ^Road — Leased Lines 31,836.896 

Accrued Depreciation — ^Equipment — ^Leased Lines 69,498,146 
Other Unadjusted Credits . 11,862,379 


Corporate Surplus: 

Additions to Property through Income and Surplus $175,174,897 
Funded Debt Retired through Income and Surplus 11,710,339 

Sinking Fund Reserves 873,814 

Miscellaneous Fund Reserves 103,548,150 


I 658,387,700 
10,142,739 


692,114,134 


58,216,421 

2,669,470 


Total Appropriated Surplus 291,307,200 

Profit and Loss 166,423,763 


Total 


$2,359,209,490 
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analyzed in some detail. The first matter to consider here is 
the proportions of total investment made up of bonds, preferred 
stock, and common stock and surplus. On the average, the pro- 
portion represented by bonds is larger for railroads than for in- 
dustrials. As shown above (page 471), the proportion of bonds 
to total railroad capitalization (bonds plus stocks) is about 57 
per cent; the proportion of bonds to the total capital structure 
(bonds plus net worth), about one half. Because earning power 
varies considerably among railroads, much more emphasis is 
placed upon the relation of earnmgs to fixed charges than upon 
the capital structure, although it is desirable that not more than 
one half of the capital structure consist of funded debt. 

Total capitalization, as well as capitalization by classes of 
securities, may be reduced to a per mile basis by dividing the 
total amount of securities, or the amount for any class, by the 
number of miles of road owned.. If, however, capitalization is 
to be compared with the miles of road operated, the basis most 
commonly employed, it is necessary to make allowance for the 
leased railroad mileage, which is operated by so many of the 
larg,er systems.^’ The customary method of making an adjust- 
ment for the investment in this rented property is to capitalize 
the rentals paid for its use at the arbitrary rate of 5 per cent and 
to include the result, rather than to attempt to include the bonds 
and stocks of the leased lines. Total capitalization of a road, 
then, for comparative purposes, will include bonds and stock 
outstanding and net rentals capitalized at 5 per cent. 

The reduction of total capitalization to a per mile basis is de- 
sirable for purposes of comparing the capital structures of various 
roads. When such comparisons are made, however, it must be 
recalled that a great many other factors are to be considered at 
the same time. The traffic density of the roads under scrutiny, 
the character of the traffic hauled, and the nature of the territory 
through which the roads run are all matters of vital importance 
and may explain wide differences in per mile capitalization fig- 
ures of various roads. A total per mile capitalization of $60,000 
to $76,000 may be high for roads operating in the Northwest, 
where traffic density is light and construction costs are far lower 
than in the densely populated area east of Chicago. On the 
other hand, a total capitalization, per mile of $200,000 may not 

"Likewiae, aa adjustment should be made for nontranhportation assets where 
these are relatively important, and investment in such assets should be deducted 
from capitalization. 
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be excessive for such roads as the New York Central or the Penn- 
sylvania, which enjoy great passenger and freight densitj’’ and 
which operate through thickly populated areas where land values 
are very high. 

Most roads in trunk line territory, which extends from Chicago 
to the Atlantic Coast, will run from $150,000 to $250,000 per 
mile of road. In western territory, per mile capitalization will 
normally average between $40,000 and $75,000 per mile. The 
net capitalization of all roads in the country, excluding switching 
and terminal companies, in 1938 amounted to $17,987,982,640, 
which was equivalent to $76,449 per mile of road. In this figure 
surplus was not considered. Total investment for all roads, as 
represented by the asset road and equipment, however, was 
somewhat higher, amounting to $108,871 per mile in 1938.^® 
Per mile capitalization data are not significant by themselves. 
A road can support a heavy capitalization where traffic density 
is likewise heavy and traffic is profitable. The Chicago, Mil- 
waukee & St. Paul was unable to support a capitalization of 
$60,000 a mile at a time when the New York Central was able 
to support a capitalization of $190,000 per mile and show a rea- 
sonable profit. 

Current liabilities. The next item under liabilities, “Current 
Liabilities,” includes the various items that one would normally 
expect there. “Traffic and Car-Service Balances Payable” and 
“Audited Accounts and Wages Payable” include, for the most 
part, payroll accruals and accounts payable arising out of rail- 
road operation. The other items, except “Miscellaneous Ac- 
counts Payable,” include accruals on funded and unfunded debt 
and rents accrued. The tax liability, which is properly a current 
obligation, is shown under a subsequent heading. When earn- 
ing power is low, the presence of “Loans Payable,” representing, 
as a rule, bank loans, is regarded as a possible sign of weakness. 

Other items. Under “Unadjusted Credits” the most impor- 
tant item is “Accrued Depreciation.” This is an offset reserve 
and should be deducted from the road and equipment accounts, 
respectively, in order to ascertain their book value. The "Sur- 
plus Account” is generally divided into two parts: one part is 
called “Appropriated Surplus,” which represents a permanent 
investment in property; the other, “Profit and Loss Surplus,” 
which is available for the payment of dividends if the cash posi- 
tion permits. 

statistics of Railways in the Urdted Slates, 1938. p. S-116, 
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Purchase of railroad securities: bonds. After studying all 
the factors relative to the financial operations of the road and 
its profit-making possibilities, the investor must further deter- 
mine the status of the particular bond under consideration in 
relation to other securities of the road. If all the credit obli- 
gations of a road were in two or three categories, representing 
first, second, and third liens against all its properties, the matter 
of determining the status of each issue of bonds would be rela- 
tively simple. In practice, however, the financial structures ol 
most railroads have been built up over a period of years through 
the acquisition of a division here and a division there. Part ol 
a road may have been built by affiliated construction companies, 
part acquired through a merger, part by a lease arrangement, 
and part by the purchase of the stocks or the actual assets of 
other corporations. The funded debt of the parent company, 
therefore, comprises an intricate mass of underlying, junior, and 
debenture bonds, secured by various mortgages on specific track- 
age or by a general unsecured claim against the entire system. 
While it is possible to reduce the total aggregate burden of these 
obligations to a per mile basis, such a figure is more important 
as a test of the road’s general credit than that of any particular 
issue of bonds, unless it happens to be the weakest debenture or 
junior lien. 

It is also true that the total burden of these obligations in 
respect to earning power, usually measured as the number of 
times the combined fixed charges (interest plus rentals) have 
been earned, is valuable when the road’s position as a going con- 
cern is tested, although such an analysis fails to indicate in any 
way the priority in claim going with an individual issue of bonds, 
or the advantages that any particular issue would enjoy in case 
of foreclosure. Such information is available only through a 
study of the specific units of road pledged under a given mortgage 
and the relative value of such sections to the road in question. 
Underlying, or first mortgage, bonds on important sections of the 
road — that is, on sections over which traffic density is sufficient 
to return an excess of income over fixed charges — are better 
secured than underlying mortgage bonds on sections where the 
traffic density is light and earnings fail to equal charges. In the 
event of receivership, unquestionably the holders of the first 
issue of bonds -would be weU taken care of, while the holders of 
the second issue might fare no better than the unsecured cred- 
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itors of the road.^® The obvious conclusion is that a bond, un- 
less it IS the obligation of a road whose general credit is high, 
should be secured by asset values substantially in excess of the 
amount of bonds outstanding, and by earnings substantially in 
excess of charges. The bond cannot be considered of investment 
quality unless earnings average at least two times mterest re- 
quirements. 

When a railroad goes into receivership, it is the principal aim 
of the receivers, as well as of the reorganization committee, to 
cut down charges. Consequently, they look over the railroad 
properties and compare earnings on different sections of the road 
with the expenses, including charges, that properly belong to 
each section. They may find one section with only a small first 
mortgage outstanding, where interest charges are earned four or 
five times. On another section there may be two or three bond 
issues outstanding, while earnings are insufficient to equal the 
charges even on the underlying securities. First, or even junior, 
mortgage bonds of the first section might easily be left undis- 
turbed, whereas the holders of the bonds covering the second 
section would be required to make sacrifices. If the bo'ndholders 
did not wish to accept the terms offered by the reorganization 
committees, the most they could do would be to foreclose. If 
the section had not been profitable prior to default, such action 
might bring little or no relief. As a practical matter, therefore, 
the bondholders would probably do better by accepting the terms 
offered than by foreclosing, for a section that is unable to earn 
charges when operating with the whole unit as a going concern 
is less likely to earn charges when operated independently. 

When a railroad’s financial condition is such that some doubt 
as to its ability to refund exists, close attention will be given to 
bond issues maturing in the proximate future. To meet this 
hazard, and sometimes to aid railroads needing funds to pay 
fixed charges and taxes, the Reconstruction Fmanee Corporation 
and the Public Works Administration have made $866,084,961 
of loans, of which $273,411,953 has been repaid and $127,020,000 


order to distinguish the position of the liens of the various bond issues, 
special maps of the various systems are published by "White and Kemble (New 
"York), which show graphically the priority and mileage of each bond issue. The 
mortgage maps of H, H. Copeland and Son (New "Vork) show the traffic density 
on the various sections of mileage, an especially useful feature in judging the 
smaller divisional liens. 
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has been sold to the public, leaving an unpaid balance of $465,- 
654,008 as of December 31, 1939."“ 

A railroad reorganization is always a' lengthy process for a 
major road because of the large sums at stake and the financial 
complexities. Current reorganizations have been especially pro- 
longed in the hope that a recovery of earnings would permit less 
drastic treatment of security-holders. This optimism has gradu- 
ally disappeajred. 

The simplest method of showing the generally impaired posi- 
tion of railroad bonds, particularly junior liens, as a result of 
reduced earnings is to show the relation of the amount of earn- 
ings available to the fixed charges in recent years. The follow- 
ing table shows these figures for the period 1921-1939 : 

EARNINGS, FIXED CHARGES, AND TIMES EARNED FOR CLASS I 
RAILROADS: 1921-1939* 

(Millions of Dollars) 

Net Times Fixed 



Railway 

Gross 

Fixed 

Net 

Charges 

Year 

Oper. Income 

Income 

Chargest 

Income 

Earned 

1921 

. . . 601 

976 

662 

314 

1.47 

1922 

... 760 

1,026 

656 

370 

1.56 

1923 

962 

1,223 

667 

666 

1.83 

1924 

974 

1,243 

686 

558 

1.82 

1925 

1,112 

1,389 

688 

701 

2.02 

1926 

1,213 

1,511 

679 

809, 

2.16 

1927 

1,068 

1,379 

686 

673 

1.98 

1928 

.... 1,173 

1,493 

683 

787 

2.16 

1929 

1,252 

1,611 

693 

897 

2,24 

1930 

869 

1,228 

683 

624 

1.77 

1931 

626 

830 

672 

136 

1.20 

1932 

... 326 

551 

666 

m def. 

.79 

1933 

474 

686 

678 

6def. 

.99 

1934 

463 

666 

665 

17 def. 

.98 

1936 . , . 

500 

688 

648 

8 

1.03 

1936 

667 

862 

653 

165 

1.27 

1937 

690 

765 

629 

98 

1.18 

1938 

373 

528 

614 

m def. 

.82 

1939 

589 

750 

608 

93 

1.19 

* Compiled fron 

1 reports of the Interstate 

Commerce Cornmieaion. 




t Inoludea ijiterest on fund^ and unfunded debt, amortiaation of dieoount, rent of leased roads. 
Excludes income bond interest after 1936. 

Individual roads vary considerably from any average. Thus, 
in 1932-1934 some roads showed a satisfactory coverage of 
charges, while others passed into receivership, and still others 

“ Review of Railway Operations in 1939, Bureau of Railway Economics, p. 16. 
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were saved from that fate by loans from the Reconstruction 
Finance Corporation and otlier sources. 

At the end of 1939^ 39 Class I railroads, operating 75,114 miles 
or 32 per cent of all Class I mileage, were in receivership or 
trusteeship.^^ The problem of analyzing the securities of such a 
company involves the study of the operations as already out- 
lined for the normal road plus (a) an estimate of probable future 
securities to be exchanged for present issues, (b) the likely in- 
terval needed to complete the reorganization, (c) the possible 
effect of changes in policies upon earnings, and (d) the position 
of the new securities in relation to projected earnings. 

Preferred stocks. The preferred stocks of railroad companies 
vary more in character than the preferred stocks of utilities. 
When dividends on the preferred stock issue are guaranteed, as 
frequently happens where a subsidiary company is leased by the 
parent company, a railroad preferred stock is secure in propor- 
tion as underlying assets and earnings exceed the amount of stock 
outstanding and dividend requirements. Sometimes this sup- 
port may be weaker than the general credit of the guaranteeing 
company, in which case the latter factor will determine the 
standing of the issue. A number of railroad preferred issues 
have arisen in reorganization and are noncumulative. The 
most common measure of the investment quality of preferred 
stocks, other than guaranteed issues, is the number of times the 
combined fixed charges and preferred dividends have been earned. 
Because a considerable funded debt almost invariably precedes 
the dividend claim, preferred stocks require close attention. 
Much of the same sort of analysis of the past statistical and 
financial record and estimate of future prospects that is so neces- 
sary in the selection of common stocks because of the risk factor 
is essential in this division of securities. 

Common stocks. Railroad common stocks will sell at prices 
that refiect current per share earnings, current dividend rates, 
and future prospects. The future possibilities of a railroad can 
be, estimated only by careful study along the lines already sug- 
gested. While it is impossible to state the relation that should 
obtain between the market price of a given railroad stock and its 
per share earnings, the data in the following table for both divi- 
dend and non-dividend paying common stocks of a group of 


” Bureau of Railway Eeonomics, A Review of Railway Opei'ations in 19S9, 
p. 14 (Washington, D. C.: Association of American Railroads, 1940). 
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thirty-one leading railroads show certain general tendencies that 
have obtained in the past:^^ 

RATE EARNED ON AVERAGE MARKET PRICE OP 
COMMON STOCKS OF LEADING RAILROADS 

(Medians) 


Dividend Nondividend 

Year All Paying Paying 

192d 13.4% 12.0% 17.3% 

1926 13.1 12.6 13.7 

1928. . . 9.2 9.] 10.2 


The figures show that, following the discouraging record of 
the war and postwar years, prices of rail stocks were very low 
in relation to earnings in 1924. As pessimism gradually waned, 
rail stocks rose to a more normal relation with earnings. Divi- 
dend yields showed a similar decline — from 6.35 per cent in 
1924, to 5.79 per cent in 1926, and 4.87 per cent in 1928.^“ The 
variation of these percentages among the different railroads was 
considerable. 

Figures already cited for a list of twenty railroad common 
stocks showed that the percentage earned on market price de- 
clined from 8.5 per cent in 1928, to 8.3 per cent in 1929, and 6.2 
per cent in 1930.^^ The drop in 1930 was the result of a more 
rapid decline m earnings than in market price. Earnings since 
then have been at such a low level as to make any group com- 
putations of doubtful value. 

With so. many railroads reporting only nominal earnings or 
deficits for their stock in the 1930's, no really suitable measure 
of the price-earnings relation can be prepared for those years. 
In the absence of earnings, stock prices become extremely specu- 
lative estimates of the discounted future earnings. While in- 
dividual railroads will fare differently as a result of the changing 
general business conditions of their respective territories, the 
extent to which the railroads as a whole will regain something of 
their former financial position will be governed by three major 

^“Guttimann, H, G., "Railroad Security Yields to Investors: 1924, 1926, and 
1928,” Journal of Land and Public Utility Economics, August, 1931, p. 260. A 
study in the Wall Street Journal, October 21, 1925, reported the following average 
percentages earned on market price for twenty railroads: 


1923 14.40% 

1924 10.91 

1926 10.76 


‘'■‘Ibid., p, 269, 
“‘See page 78. 
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factors: (1) the recovery of traffic Volume; (2) the level of theii 
rate structure; and (3) their operating costs. 

The traffic factor is of primary importance. From 1925 t( 
1929 the rapid development of competing forms of transport anc 
the^ increased efficiency with which industry was using coal (f 
major source of railroad tonnage) sei’ved to prevent traffic 
growth rather than to produce an actual recession. A study bj 
the Interstate Commerce Commission reached the conclusionf 
(1) that if after 1928 railroad tonnage had paralleled the 
course of industrial production, the volume of freight carried bj 
the railroads in 1937 would have been about one sixth greatei 
than it actually was, and (2) that after 1935 the railroads had 
apparently held their own against competing carriers.-"’ How- 
ever, tonnage had a further decline relative to industrial produc- 
tion, the 84.9 per cent of 1937 falling in 1938 to 78.7 per cent of 
estimated potential tonnage, suggesting further inroads of com- 
peting carriers as a result of the depression in the latter year.-® 
It must be remembered that heavy industry, wffiich provides 
much of the bulky tonnage for which the railroad is a particu- 
larly efficient carrier, has lagged in its recovery. A revival of 
construction and an expanding national defense program should 
be potent traffic stimulants. 

With respect to the second factor, railroad rates, little need 
be said save that they have shown a continuing tendency to de- 
cline. The railroads themselves have initiated many reductions 
in their efforts to retain or recover traffic that would otherwise 
go to competing forms of transport. Existing rates should be 
adequate if traffic volume recovered. Indeed, the inability of 
the railroads to cut rates because of their financial position un- 
doubtedly gave competing carriers, with their more flexible rates 
and costs (especially wage costs), an opportunity in the past 
decade to gain a competitive advantage. Rate increases would 
become a problem only if a rising price level should raise operat- 
ing costs substantially above the 1929 level. Then, the custom- 
ary tardiness which characterizes rate adjustment might become 
a significant handicap. 

Operating costs, the third general factor, are extremely impor- 
tant. To a considerable extent, the ability of the railroads to 
control costs will determine their ability to hold marginal traffic, 

“Interstate Commerce Commission, Fluctuations in Jiadway Freight Traffic 
compared with Production, Class I Steam Railways, 1928-1937, p. 1. 

"Ibid., 1928-1938, pp. 3-4, 
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which, if it goes to competing forms of transportation, may keep 
operations from showing a reasonable financial return. Hope 
may be found in the improvement achieved in the way of low- 
ered costs during the period from 1921 to 1938. During this in- 
terval American railroads increased the average tractive power 
of their locomotives from 36,935 to 49,803 pounds, average freight 
car capacity from 42.5 to 49.4 tons, average freight trains from 
38 to 48 cars, average freight train speed (including stops) from 
11.5 to 16.6 miles per hour, and reduced the fuel needed to move 
1,000 tons of freight one mile from 162 to 115 pounds.^'^ Further 
economies should be possible. The cost factor explains the cur- 
rent interest in Diesel engines, electrification, streamlined en- 
gines and trains, lighter construction materials for equipment to 
reduce dead weight, and the more efficient handling of freight in 
the large city terminals.^'’ The story of progress will be written 
in the income accounts and operating statistics of the individual 
roads. Because further improvements in efficiency may take 
place in other fields of transportation also, an alert and aggres- 
sive policy upon the part of railroad management will be essential 
for financial recovery of common stocks. 

Summary. In this chapter it has been possible to give only a 
cursory treatment of investment analysis as applied to railroad 
securities. This subject is one of the most complex branches of 
investment. Acquaintance with the more important bases of 
comparison have been touched upon, and will undoubtedly help 
the beginner. Yet when it is recalled that there are 169 Class I 
roads in this country — that is, roads with annual gross revenues 
of over $1,000,000 — ^and that the number of different securities 
outstanding runs well into the thousands, the complexity of the 
field is evident. Furthermore, statistical comparisons, while 

Sherman, Joseph V,, "Trends in Ti’ansportation.” Barron's August 6, 1940, p. 8, 

Another comparison of past and current operating conditions, that discusses the 
adequacy of our rail transport system in a national emergency is Railway Capac- 
ity and Tr'afic Control by M. J. Gormley (Washington, D. C. Association of 
American Eailroads, 1939). 

“ In connection with these topics, the reader may find the following articles of 
interest. “Electricity in Railroad Service,” Railway Age, Jan. 27, 1940, p. 212; 
“Diesel on Wheels,” Fortune, Dec., 1934, p. 106; a series of three articles in the 
Scientific American: Diekerman, W. C., “There’s Life in the Old Iron Horse 1” 
April, 1936, p. 180; Wright, G, I., “Electricity’s Place in Railroading,” May, 1935, 
p. 252; Codrington, G. W., “Diesels on Rails,” June, 1935, p. 308. See also three 
articles in Railway Age: Ragsdale, E. J W., “Materials Economics in Light- 
Weight Railway Cars,” Jan. 12, 1935, p. 62; "Large Savings Claimed for Terminal 
Unification,” Feb. 23, 1935, p. 299 ; "More for the Transportation Dollar,” May 25, 
1940; and Sherman, J. “Trends in ’Transportation,” Barron's, Ang, 5, 1940, p. 
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they have their place in railroad analysis, do not tell the whole 
story. Not until a complete survey has been made of the terri- 
tory through which a road runs, in respect to physical character- 
istics, industries,’ resources, terminals, and relations with con- 
necting roads, in addition to a statistical study of its perform- 
ances over a period of years, can the investor be said to have 
familiarized himself with the real investment merits of a road’s 
securities. Mastery of the field can be expected only after long 
study and constant attention to detail. 



Financial Institutions — Banks and 
Insurance Companies 


Common characteristics of financial institutions. We shall 
consider in the present chapter the securities of certain selected 
types of financial institutions: banks, life insurance companies, 
and fire insurance companies. These three types of institutions 
have at least one common characteristic: their essential business 
is that of investing. This statement applies even though the 
business of banking, especially as conducted by the average com- 
mercial bank, has recently been extended to include the fur- 
nishing of a multitude of collateral services, such as the admin- 
istration of estates, the providmg of trustee services, and the 
operation of safe-deposit vaults. Formerly some of the leading 
commercial banks conducted an investment banking business 
through subsidiary or affiliated companies. Insurance com- 
panies likewise have sources of revenue other than from invest- 
ments: namely, revenues derived from an excess of premiums 
over losses paid. In neither instance, however, can the income 
from sources other than investments be said to constitute a major 
portion of total net earnings. Investment trusts, which will be 
described in the following chapter, are essentially investment 
undertakings, their sole revenue being derived from investments 
either in the form of dividends and interest received from the 
securities they hold or in the form of profit from the purchase 
and sale of securities. Despite the similarity found in these 
various types of undertakings, there are, however, sufficient 
points of difference to warrant a separate discussion of the in- 
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vestment characteristics of each type. Consideration will first 
be given to bank stocks. 


Bank Stocks* 

Double liability of bank stocks. The first point to be em- 
phasized in a discussion of the securities of banks is that only 
one type of security is generally found in their capital structure: 
namely, common stock. As a temporary emergency measure, 
the Federal Government found it desirable to provide capital 
funds during the banking crisis of 1933 to banks which were 
deemed solvent but were suffering through an inadequate net 
worth. To provide an instrument subordinate to the position of 
the depositor but prior in claim to that of the ordinary stock- 
holder, preferred stock and, in some cases, income debentures 
were created for subscription by the Reconstruction Finance 
Corporation. The intention is to retire these special claims as 
soon as asset values increase or there is an opportunity to sell 
additional brdinary stock. 

The stocks of banks have in the past almost invariably carried 
double liability. That is, when a bank became involved in finan- 
cial difficulties, the persons in whose name the stock was regis- 
tered were liable for an assessment equal to the par value of their 
stock, in addition to the ordinary liability of any unpaid assess- 
ments on the original subscription price. The special liability 
applied not only to all national banks, chartered by the United 
States, but to many state banks as well, and arose from the feel- 
ing that because of the fiduciary relationship that banks bear to 
their depositors special protection was desirable. The measure 

* The following articles by Paul Goumch, which appeared in the Annalist, may 
prove helpful as collateral reading: 

1. “The Value of Bank Shares as Investments,” March 23. 1925, p. 413. 

2. "Bank Shares: The Equitable Trust Co., N .Y.,” May 4. 1926, p CIS. 

3. “Testing the Value of a Bank Stock.” June 29, 1925, p. S69. 

4. “A Survey of New York City Banks and Banking,” July 17, 1925. p. 63. 

6. “Changing Trends in New York City Banking,” July si, 1925, p. 117, 

6. “Banking Position of the New York Federal Heserve Bank," Aug. 14, 1925, 
p. 183. 

7. “A Study of Changes in New York Banks,” Sept. 1, 1926, p. 279. 

8. "Analysis of the Banking Economy of New York City: Price Determining 
Ratios," Dec, 25, 1925, p, 797. 

The ratios between market value, and earnings, and book value during the 
period covered by these articles were probably more reasonable than in the ex- 
aggerated boom market.s of the period 1928-1929, or in the deflated and panicky 
year.s iminediafely thereafter when bank failures occuned in imii.suiil numbers. 
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proved to be notoriously ineffective, and the Banking Act of 
1933 abolished double liability for stock of national banks issued 
subsequent to the passage of that act. In 1935 legislation was 
passed providing for the termination of this feature for the re- 
maining stock of all national banks after July 1, 1937, contingent 
upon the publication by the individual bank of six-months’ notice 
of the change. 

The feature of double liability should be considered by the 
investor before he purchases bank stocks. Where the stock of 
the bank has advanced in price to a point considerably above 
par, the liability may be small in relation to the amount in- 
vested. It is not uncommon in ordinary times for the shares of 
some of the more important metropolitan banks to sell at jSrices 
ranging from 1500 to $1,000, par being $100. The higher the 
price, the less the significance attached to the matter of the ad- 
ditional assessment that the holder might conceivably be called 
upon to meet. At the same time, it may be said that the pos- 
sibilities of such an assessment become more remote as the bank’s 
shares advance in price above the par value. The reason for 
this statement lies in the fact that such market advances ordi- 
narily bear some relation to the surplus of the company. That 
is, an advance in the price of a bank’s stock suggests a larger 
surplus, which, in turn, affords greater protection to creditors 
and minimizes the chance of failure on the part of the bank to 
meet its liabilities when due. 

The business of commercial banking explained. A complete 
understanding of the investment value of bank stocks depends 
to some extent on a, knowledge of the banking business. We 
refer here to the business of commercial banking, because this is 
the only type of banking business conducted on a large scale 
under the corporate form of organization. Most of the large in- 
vestment banking houses are partnerships, whereas many savings 
banks, particularly in the New England and the Middle Atlantic 
States, are mutual. Stock savings banks are relatively unim- 
portant. The business of a mutual savings bank is run by -a 
board of trustees, solely in the interest of its depositors, who pay 
a rate of interest (technically a dividend) dependent upon the 
earnings, which are derived almost entirely from first mortgages 
and bonds, rather than from commercial loans. Many commer- 
cial banks and trust companies have expanded their savings, or 
time-deposit, business in recent years. Indeed, most of the de- 
posit growth of national banks between 1920 and 1930 was in 
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that field; time deposits rose from $3,485,000,000 in 1920 to 
$8,753,000,000 in 1930, as compared with an increase in demand 
deposits from $13,670,000,000 to $14,516,000,000 during the same 
period.^ The mutual savings banks, which exist in only, eighteen 
states, are much more closely regulated as to investments than 
the commercial bank and have had almost no failures even during 
recent years. 

The commercial bank, whether it be a national bank, a trust 
company, or a state bank, occupies a position of strategic eco- 
nomic importance in the business community it serves. In ad- 
dition to receiving deposits, it makes loans to business men on 
short-term notes, either secured or unsecured. For notes dis- 
counted by corporations, partnerships, or individuals who are 
engaged in a reputable business, the proceeds of which are to be 
used for strictly business purposes, no security is required other 
than the customer's signature on the note. For loans made for 
other than business or commercial purposes, additional security 
is ordinarily required in the form of either indorsements or col- 
lateral. Accordingly, one finds two items listed under the re- 
sources of most banks: unsecured, or commercial, loans; and 
loans secured by a pledge of collateral. 

We shall not enter here into an exhaustive analysis of the 
theory of banking, for this ought to be reasonably familiar to the 
average student of economics. While the lending capacity of 
the banking system depends at any given tune upon the amount 
of cash reserves, the individual bank is limited by the amount 
of funds supplied by its stockholders and depositors.® To the 
extent that deposits can be obtained from the community and 
loaned so as to earn more than the cost of services to the de- 
positor, the return upon the stockholders' investment will be 
enhanced. Reserves, in the banking sense, consist of the asset 
cash, which is available to meet withdrawals and which repre- 
sents amounts from which no investment return can ordinarily 
be expected. Even in the investment of the remaining funds of 
the bank, a policy that sacrifices yield to safety and liquidity is 
expected. In studying the balance sheet of the bank, the in- 
vestor will look for assets that may be readily disposed of on 

’For a chart showing the deposit changes and the corresponding asset changes 
of national banks during the period 1920-1032. see Guthmann, H. G., Analysis of 
Financial Statements (New York: Prentice-Hall, Inc., rev. ed., 1935), p. 467. 

"For the solution of this generalization — ^“Ihe riddle of banking”— the student 
is refen-ed to Bradford, Frederick A., Money and Banking (New York: Long- 
mans, Green & Co., 4th ed , 1940), pp. 191-205. 
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short notice to meet deposit withdrawals. Conservative banking 
practice requires that certain “secondary” reserves of liquid in- 
vestments be maintained by the bank in proportion to demand 
liabilities^ as well as the cash reserves required by law. 

In addition to mamtaining adequate actual cash or legal re- 
serves in order that it may be able to meet its deposit liabilities 
and thus avoid temporary embarrassment, the bank should have 
sufficient capital and surplus to safeguard its creditors against 
undue shrinkage in its assets. That is, a bank with a capital 
and surplus of only $150,000 could hardly be expected to carry 
deposits of $50,000,000 on its books. Under such conditions, a 
very small shrinkage in the book value of its assets would wipe 
out the entire investment of the stockholders and threaten loss 
to the depositors of the bank or to other creditors. It is the 
presence of an adequate capital and surplus, therefore, that pro- 
tects the depositors and the creditors of a bank in the same way 
that the common stock and the surplus of a manufacturing or 
public utility company protect the bondholders, or other cred- 
itors. In the case of banks, however, it is not necessary that 
the combined capital and surplus should bear anywhere nearly 
so high a, ratio to liabilities as in the case of many corporations, 
on account of the relatively low element of business risk involved 
in the operation of a bank, if it confines itself to high-grade liquid 
commitments. In the past the average ratio of deposits of 
national banks to the stockholders’ net worth has been approxi- 
mately 6, The ratios in 1930, 1935, and 1939 are shown in the 
following table: 

RATIOS OR DEPOSITS TO NET WORTH FOR 
NATIONAL BANKS; AS OP JUNE 

(Millions of Dollars) 

Nei Worth im , tOSS WSQ 

Capital Stock l,563t LSlOf 1,744 

Surplus 1,171 832 1,691 

Undivided Profits 449 298 546 

Reserve for Contingencies, etc 206 147 — 

'Total 3,389 8,087 3,881 

Total Deposits 29,469 22,618 23,269 

Ratios of Deposits to Not Worth . . 8.70 7.29 6.00 

Number of Banks 5,209 5,431 7,262 

t Includes preferred stock. 

Compfled from Annual Reporte of the Comptroller of CurrencU' 
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For large metropolitan banks having large cash reserves and 
considerable sums in short-term United States Government obli- 
gations and demand collateral loans, a somewhat higher ratio is 
regarded as permissible because of the smaller risk of loss on such 
assets. 

Measuring the prosperity of banks. Let us consider next the 
relationship that a well-established bank bears to the business 
community it serves. Performing, as it does, a necessary service, 
it is entirely logical that its total business should grow at the 
same rate as the business of the community develops. Note that 
we suggest a comparison, not with the increase in population, 
but with the growth in business transactions in a community. 
Even though it is possible that the growth in population and 
business may be proportional, such a relation is by no means 
always true. Business development of a community may expand 
at a faster or a slower rate than the growth in population. When 
we analyze bank stocks, our interest centers primarily on the in- 
crease in the aggregate business of a community, rather than on 
the rate at which population increases. Owing to the nature 
of the banking business, it is inevitable that banks which are 
located in communities whose commercial activities are basic and 
increasing should offer excellent investment opportunities, since 
their volume of business ought to increase at least as fast as that 
of the community. 

Such increases in the volume of business are usually made 
possible when the bank transfers a part of its profits each year to 
its surplus account, instead of paying all of them out as divi- 
dends. Such accretions to surplus give the bank the necessary 
funds on which to expand. They provide additional funds for 
investment, the basis for safely accepting increased deposits, and 
permit the bank to offer a larger credit limit to borrowing cus- 
tomers. Surplus, reinvested in this way, may be said to “com- 
pound” in the interest of the common stockholder. Where the 
business of the bank increases at so rapid a rate that it cannot 
be financed out of surplus accretions, new stock is issued to the 
present stockholders at prices below the current market price, 
thus creating valuable subscription rights. These growth pos- 
sibilities serve to explain the high market prices at which bank 
shares have sold in relation to book values, dividends, and 
earnings. 

Book value and market value. Very often bank shares, par- 
ticularly of large banks, sell for more than their book value per 
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share (that is, capital stock, surplus, and undivided profits di- 
vided by the nunaber of outstanding shares). A closer relation- 
ship between market value and book value would be expected in 
the field of commercial banking than in many other fields, be- 
cause the bulk of the supporting assets consists of cash and 
credit instruments payable in dollars. A balance sheet with such 
assets should reflect current values much more closely than, say, 
an industrial balance sheet showing real estate, equipment, and 
inventories of variable value. However, in times of extreme 
depression, bonds and loans may suffer badly, and if they are not 
written down promptly, the balance sheet will overstate values. 
On the other hand, strong, over-conservative banks may under- 
state assets somewhat by writing down defaulted loans to less 
than their recovery value, depreciating the usually small real 
estate items excessively, and setting up profits from the sale of 
bonds as a reserve for future losses. The last item would not be 
misleading if it were distinctly shown in the balance sheet as a 
reserve, but the bank may treat it as a valuation reserve and 
show its investment account at the net figure without men- 
tioning the deduction. Furthermore, because a commercial bank 
must be able to liquidate assets at all times in order to meet 
deposit withdrawals, accounting usage favors carrying bond in- 
vestments like an inventory, at the lower of cost or market value. 
Consequently, after a period of rising bond prices, the balance 
sheet figure will fail to disclose the unrealized profit on bonds 
purchased at lower market levels. Since 1938, member banks of 
the Federal Reserve system have been permitted to carry bonds 
of investment quality at cost even though market is lower, so 
that balance sheets can also overstate liquidation value. 

In the past it was usual to expect that a bank stock would 
sell above its book value. While the stocks of large banks may 
not be representative of the whole field, it is of interest to note 
that over a 26-year period ending with 1930, the stocks of leading 
New York banks sold on the average at 1 % times book value, 
as shown in the accompanying table.^ Prior to 1925, these 
stocks, as a group, at no time sold for more than twice book value, 
and did not fluctuate greatly from a ratio of about 1 % times book 

■* Data for 1906-1930 for 25 banks from Bank Slock Survey — A 26-Year History 
(New York; Gilbert Elliot & Co., 1931). Used by permission hero. In this 
period book value included capital and sui^plus funds of affiliated securities com- 
panies, vphcre known. Such affiliates were subsequently forbidden. Data for 
1937-1939 were compiled by the authors for the 17 largest banks for which figures 
were available. 
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COMPOSITE HISTORY OF LEADING NEW YORK BANK STOCKS 

Per Cent Per Cent Per Cent . ^Ratios at Avebagk « 

Earned on of Average of Earn- Mabket Value 

Average Book Value ings Paid Times Dividend 

Book Paid in Out in Book Times Yield 


Year 

Value* 

Dividends 

Dividends 

Value 

Earnings 

Per Cent 

1905 

9.3 

5.26 

56.6 

1.78 

19.0 

2.97 

1906 

10.9 

5.50 

51.0 

1.61 

14.8 

3.45 

1907 

9.7 

5.53 

57.2 

1.36 

14.1 

4,07 

1908 

11.1 

5.50 

49.5 

1.30 

11.8 

4.22 

1909 

10.4 

5.40 

52.0 

1.53 

14.8 

3.51 

1910 

8.7 

6.10 

70.5 

1.59 

18.4 

3.83 

1911 

9.9 

6.07 

61.6 

1.54 

15.7 

3.94 

1912 

9.0 

5.94 

66.5 

1.62 

18.1 

3.68 

1913 

8.0 

6.50 

81.0 

1.46 

18.3 

4.44 

1914 

6.2 

6.55 

126.0 

1.36 

26.1 

4.82 

1915 

10.6 

6.44 

61.0 

1.42 

13.4 

4.65 

1916 

13.5 

7.45 

65.5 

1.53 

11.4 

4.90 

1917 

9.4 

6.74 

72.0 

1.39 

14.9 

4.83 

1918 

12.3 

6.79 

55.2 

1.27 

10.3 

6.33 

1919 

12.8 

6.70 

52.3 

1.46 

11.4 

4.60 

1920 

13.0 

7.49 

57.7 

1.36 

10.5 

5.60 

1921 

6.0 

7.43 

125.0 

1.19 

20.0 

6.26 

1922 

9.9 

7.27 

73.8 

1.33 

13.5 

5.46 

1923 

10.7 

7.37 

69.0 

1.41 

13.2 

6.22 

1924 

10.7 

7.20 

67.4 

1.54 

14.4 

4.68 

1625 

12.0 

7.50 

62.3 

1.94 

16.1 

3.88 

1926 

11.9 

7.57 

63.5 

2.02 

16.9 

3.75 

1927 

12.6 

7.85 

62.5 

2.61 

20.1 

3.11 

1928 

12.1 

7.38 . 

61.0 

3.38 

27.9 

2.18 

1929 

12.2 

6.92 

56.5 

4.29 

35.0 

1.62 

1930 

7.4 

6.40 

86.0 

2.29 

30.8 

2.80 

Average for 26 







Years 

10.5 

6.65 

67.3 

1.75 

17.4 

4.15 

1937 

6.5 

4.47 

72.0 

1.32 

19.9 

3.64 

1938 

8.9 

4.34 

78.5 

.93 

16.4 

4.69 

1939 

5.7 

4.21 

77.5 

1.05 

18.2 

4.53 

Average for 3 







years 

6.0 

4.34 

76.0 

1.10 

18.2 

4.29 


* Book value, or total capital funds, as used here, consists of capital, surplus, and undivided profits. 


value for any length of time. In the boom years 1926-19S0, the 
ratio soared over 2 but with the reduced earning power and divi- 
dends per dollar of book value, the average fell to 1.10 for the 
three years 1937-1939. 

Relation of deposits and stockholders’ investment. The ratio 
of deposit liabihties to the stockholders' investment, or net worth, 



m banks and insurance companies 

is examined for two purposes: first, as a measure of profit possi- 
bilities to the stockholders, to be derived from depositors’ funds; 
and second, as a measure of the margin of protection provided 
bthe depositors by the owners' investment. Since the bank hopes 
to earn more from the investment of depositors’ funds than it 
spends in rendering services to the depositor, the presence of large 
amounts is indicative of profit potentialities. On the other hand, 
too large liabilities to depositors in relation to the stockholders’ 
investment may indicate inadequate protection of depositors. 
In recent years the ratio of deposits to net worth has risen from 
a level of about 6 to well over 8 for all national banks. Large 
metropolitan banks which- carry an unusually high proportion of 
their assets in cash and short-term United States Government 
obligations have considered it permissible to show a higher ratio 
(see page 624). A group of 28 New York City banks showed at 
the end of 1940 a total net worth of 11,420,000,000 and deposits 
of more than 118,000,000,000, or a ratio of over 12. 

Ratio of earnings to net worth. In spite of their quasi-public 
nature, banks in reporting on their condition rarely state more 
than the amount of net earnings, so that earnings analysis is often 
confined to a comparison of that figure with the book and market 
value of the bank’s stock. The percentage earned on the average 
book value of leading New York City banks was shown on page 
527. The average of 10.6 per cent for the 26-year period was dis- 
tinctly higher than the figure for the average national bank, as 
may be judged from the table on page 629, which shows the 
earnings and dividends of all national banks as percentages of 
their combined capital, surplus, and undivided profits.® The 
data for 1937-1939 show a reversal, presumably due to the tend- 
ency of idle funds to concentrate in New York and the greater 
decline in the interest rates for the open-market, highly liquid 
paper which is more likely to be held by metropolitan than by 
country banks. 

A comparison of the percentage paid in dividends shows that 
formerly the figure for all national banks was lower than that for 
leading New York banks but was substantially the same in 1937- 
1939. The former difference permitted these metropolitan banks 
to retain more earnings for reinvestment than the average na- 
tional bank, but the situation has been reversed. Ability to re- 
invest earnings at rates such as these banks have shown leads to 
growth in value at a very satisfactory compound interest rate 
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EARNINGS AND DIVIDENDS OF NATIONAL 
BANKS IN RELATION TO NET WORTH: 

YEARS ENDED JUNE 30, 1920-1939 


Year Net Profile Dimdends 

1920 10.8% 5.6% 

1921 7.7 5.7 

1922 6.4 5.8 

1923 7.1 6.2 

1924 6.7 5.6 

1925 7.5 5.0 

1926 8.1 5.6 

1927 7.8 5.6 

1928 7.6 5.8 

1929 8.2 6.1 

1930 6.4 6.2 

1931 1.4 5.4 

1932 3.9 def. 4.7 

1933 e.9dcf. 3.1 

1934 10.4 def. 2.6 

1935 2.3 3.4 

1936 7.7 4.0 

1937 9.0 4.8 

1938 6.4 4.4 

1939 6.7 4.1 


and would help to explain the tendency to value bank stocks at 
materially more than their book value. 

Sometimes a high return is explainable by reason of special 
sources of income such as trust department earnings, safe de- 
posit rentals, real estate income, dealings in mortgages, and for- 
merly, profits from the security dealings of investment affiliates. 
Members of the Federal Reserve system are still permitted to 
deal in domestic civil securities. It is to be hoped that the prac- 
tice of reporting special non-recurring profits or losses, such as 
those arising from the sale of securities, or unusual charge-offs of 
loans or investments, will become general, in order that the stock- 
holder may be properly informed as to the character of the earn- 
ings reported. 

Earnings and market value. While the relation of earnings 
to market value is very variable, it is significant that the average 
relation shown for New York City bank stocks was a market price 

' Compiled from Annual Reports oj the Comptroller of Currency. A study of 
the years 1908-1928 is presented by Posey, Rollin, “Profits of Commercial Banks,” 
Harvard Business Review, July, 1930, pp. 425-434. For further discussion of the 
analysis of bank earnings, see Guthmann, H. G., Analysis of Financial Statements 
(New York: Prentice-Hall, Inc., rev. ed., 1936), pp. 462, 478. 
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17.4 times earnings, or the equivalent of a return of 5.75 per cent. 
This figure and the average dividend yield of 4.15 per cent indi- 
cate the high esteem in which this class of stocks was held. The 
huge number of failures in the period 1920-1933, particularly 
after 1929, has to a great extent disturbed this confidence. How- 
ever, the figures for 1937-1939 show that the leading metropoli- 
tan banks still offer a low dividend and earnings return on rnarket 
value. Unusual mortality of the early 1930’s should have done 
much to eliminate weak institutions, so that the record for the 
future would appear more promising. 

Importance of management in banking. Before purchasing 
bank stocks, one should make an especially close -check on the 
management of the bank. The personnel of the bank’s board of 
directors and their underlying policies are matters of the utmost 
importance to the stockholder. It is easily possible for a bank 
to make unsound loans and to pursue unsound policies for a con- 
siderable time without detection. Not until the failure of some 
of its large debtors occurs does it become necessary to write off 
assets. It should always be remembered that the stocks of a 
bank are no better than the poorest assets carried on its books, 
for the first losses must be borne by the stockholders. Unwise 
policies, it is true, may increase current earnings for a time, at 
least ; but eventually they are likely to. prove disastrous to cred- 
itors and stockholders alike. These words of caution are given 
to show that in studying the relative merits of one bank as com- 
pared with another too great reliance cannot be placed on, mere 
statistical analysis. Equally important is a thorough acquaint- 
ance with the bank’s officers and policies. 

Current problems in banking. While the intimate relation of 
banking to the whole business community makes it responsive to 
a multitude of factors, the present discussion is necessarily con- 
fined to the major factors currently affecting the outlook for 
bank earnings and consequently the attractiveness of commit- 
ments in bank stocks. Three points which should receive par- 
ticular attention are: (1) the effect where the monetary situation 
creates unusually low interest rates, especially for short-term 
loans; (2) the tendency of large corporations to avoid bank bor- 
rowing; and (3) the insurance of bank deposits. As a result of 
the huge liquidation of credit from 1929 to 1933, and of the 
policies of the Federal Government and the Federal Reserve 
banks, the commercial banking system has had an unparalleled 
accumulation of excess reserves. So long as this vast fund of 
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"idle money" exists, interest rates upon short-term loans are 
bound to remain at an unprofitably low level. With the Fed- 
eral Government borrowing for short periods at a fraction of 
one per cent, and with prime open-market commercial paper 
yielding less than one per cent, profitable operations are difficult. 
Nevertheless, many banks are making money by cultivating bor- 
rowers, levying service charges, and developing supplementary 
activities. With larger deposits than ever before, profits could 
expand rapidly if short-term interest rates rose because of the 
high ratio of loanable funds and loans to stockholders’ invest- 
ment. 

Closely related to this difficulty is the apparently increasing 
tendency of large-scale business to avoid bank borrowing and to 
acquire funds on a more permanent basis by the sale of securities. 
The crash of 1920 made business men acutely aware of the hazard 
of short-term loans which might mature in an embarrassing 
manner at a time of credit strain. The ease with which securi- 
ties could be sold in the succeeding decade — particularly common 
stocks in 1928 and 1929 — ^led to increased independence of bank 
credit. The question arises as to whether there may not be a 
continuing lack of suitable demand for bank loans sufficient to 
raise interest rates to a profitable level. If the depression had 
not taught its lesson so recently, the banks might have turned 
to bonds and real estate loans. However, the risk of price fluc- 
tuation in the case of the former and the lack of liquidity of the 
ISitter discourage extensive commitments in that direction. 
With high-grade bonds at record high prices, the risk of loss is 
regarded by many as considerable.” 

Finally, the cost of deposit insurance, which is required of all 
banks that are members of the Federal Reserve system, and 
which is optional to others, may constitute a serious burden in a 
period of low earnings. The initial percentage levied for Fed- 
eral deposit insurance under the original temporary fund was 
one-half per cent of those deposits eligible for insurance ; whereas, 
under the Permanent Insurance Fund, as amended in 1935, the 
rate of assessment is limited to one twelfth of one per cent per 
annum, but is based upon all deposits, whether insured or un- 

“ It is possible that interest rates have moved to a permanently lower level, but 
the commercial banker who lends chiefly deposited funds is likely to be wary of 
pursuing a policy based upon a possible "new era” in interest rates. For a re- 
view of mistaken forecasts, made by prominent financiers in 1899, see Rose. 
Dwight C., A Scientific Approach to Investment Management (New York: Harpei 
& Bros., 1928), p. 269 ff. 
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insured. Doubts have been expressed as to the adequacy of any 
fund limited to the latter rate, and the possibility of increased 
assessments should be kept in mind. 

Insurance Companies'^ 

Classification. The business of insurance is ordinarily classi- 
fied according to the following five groups, depending upon the 
type of risk assumed: life, fire, casualty, marine, and miscellane- 
ous. The greatest investment interest at present lies in com- 
panies of the first two groups, and consequently only those groups 
will be considered here. The investment analysis of other types 
of companies, not considered here, would in any case closely re- 
semble that of fire insurance companies. 

The business of both life and fire insurance is at present con- 
ducted by two distinct types of companies : stock companies and 
mutual companies. In the latter case, the policyholders own the 
business in much the same way as do the depositors of mutual 
savings banks. In the former case, however, the company is 
conducted under the corporate form of organization, and the 
policyholders are only creditors of the business to the extent of 
their policy contracts. It is apparent that the investor’s interest 
lies in the stock companies, not in the mutual companies. 

Nature of life insurance. It is necessary to have at least a 
general idea of the nature of the business of life insurance before 
one can determine the relative desirability of the stocks of life 
companies from an investment standpoint, and especially before 
one can make an analysis of the financial data available in con- 
nection with different companies. It may be said that insurance 
companies deal in risks. The business of life insurance has been 
so long established and varies so little, however, that the types of 
risk in which it deals can be measured very closely. That is to 
say, while it is impossible to tell which members of a group of 
1,000 males, age 20, will die during the ensuing year, it is possible 

’ The following articles, which appeared in Barron’s, will prove helpful as col- 
lateral reading; 

1. G. W. Carroll, “Investment Tests for Insurance Stocks,” Jan. 25, 1937, p. 7. 

2. “Testing Life Insurance Stocks,” Feb. 1, 1937, p. 18. 

3. E. A. Van Deusen, "Fire Insurance Companies Make Progress,” Jan. 23, 

1939, p. 13. 

4. Henry W. Abbot, “Is Casualty Insurance Out of the Woods?” Feb. 13, 1939, 
p. S. 

5. E. A, Van Deusen, “Further Gains for Fire Insurance Companies,” Feb. 12, 

1940, p. 18, 
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to tell, with considerable precision, except in the event of a 
national catastrophe, how many out of the group will die. Like- 
wise, it is possible to compute the life expectancy of a normal 
man at any age. Therefore, if the insuring company can spread 
its risks over a large group of men, it can afford to insure the life 
of each man in return for a premium which is computed on the 
basis of his life expectancy. If there were no interest to be 
earned on accumulated premiums, each man would have to pay 
annually an amount sufficient to build up a sum equal to the 
value of his policy at death, plus whatever operating expenses 
and profit were required by the company as an inducement for 
it to continue in business. As it happens, the amounts actually 
required to be paid in are immediately invested by the insurance 
company. Accordingly, when the premium to be charged is com- 
puted, it is assumed that a certain rate of interest will be earned 
on the unused portions of current premiums. This picture of 
the basic principles on which life insurance companies operate is, 
of course, very general. There are many different types of poli- 
cies issued that we need not consider, since they all involve the 
basic principles just discussed. 

Mortality tables and interest rates in common use. In the 
computation of the premiums to be charged for various policies, 
the life insurance companies of this country use one of two mor- 
tality tables. The two tables in general use at the present time 
are the “Actuaries” or “Combined Experience Table” and the 
“American Experience Table,” the latter being almost univer- 
sally employed for present-day policies. A somewhat newer 
table, the “American Men Mortality Table,” has recently been 
compiled by a joint committee of insurance commissioners and 
actuaries and probably represents more accurately the actual 
mortality rates to which the present generation is subject. Its 
use is permissive' in a few states. According to the last-men- 
tioned table, life expectancy at present is longer than that as- 
sumed by the first two tables. Guided by motives of conserva- 
tism, however, most insurance companies continue to use one or 
the other of the two tables first mentioned. The rate of interest 
at which it is assumed that the unused portions of current 
premiums will be invested and accumulated is most generally 3 
per cent. The recent low yields upon high-grade bonds have 
caused a greater number of companies to use this low figure. 

Sources of profit for insurance companies. We may consider 
at this point the manner in which the insurance company ordi- 
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narily makes a profit. It is apparent from what has already been 
said that actual mortality will be less than the “expected” mor- 
tality used in setting the premium rate, so that the amounts 
collected will exceed the amounts required to cover actual death 
losses. Furthermore, the companies will generally earn more 
than the interest rate which it is assumed will be earned upon 
the temporarily unused portion of the premium. It is also pos- 
sible that operating expenses may be less than the “loading” — • 
that is, the element added into the premium to cover operating 
expenses. While these three profit sources offer a sum which is 
potentially very large, it is necessary in' actual practice to share 
the major portion with the policyholders either in the form of 
low premium rates or partial participation in profits through 
“dividends,” because of competition with the mutual companies, 
which do the bulk of the life insurance business in the United 
States. 

Recent growth in life insurance business. Conditions in re- 
cent years have been generally favorable to life insurance, and 
growth has progressed at a' rapid rate. Some idea of this growth 
and the large importance of the business may be had from the 
following table: 

, GROWTH OF LIFE INSURANCE COMPANIES 

IN THE UNITED STATES* 

(Millions of Dollars) 


Total Ne-w Inaur~ 

Total Insurance ance Written 

Year Assets in Force During Year 

1900 1,742 8,661 1,846 

1910 3,876 16,404 2,557 

1920 7,320 42,281 10,105 

1930 18,880 107,848 19,020 

1935 23,216 100,730 14,139 

1938 27,765 111,065 12,627 


* Staliatical Ahstracl o/ t}w United 1939, p. 293 

The annual amount of new business written and paid for in- 
creased from $1,846,000,000 during the year 1900 to $12,627,- 
000,000 in 1938. In 1900 the total amount of life insurance 
in force was $8,561,000,000; and in 1938, $111,055,000,000. 
When one considers this very rapid increase in the volume of 
business underwritten, together with the fact that modern science 
has substantially increased the life expectancy of the insured and 
that interest Tates on high-grade investments have exceeded the 
3 to 3% pet Pent basis, it is easy to understand why the value of 
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the stocks of well-managed insurance companies have moved 
generally upward during the past. Furthermore, in view of the 
present rigid supervision to which stock companies are subjected 
in respect to all departments of their business and of the very 
conservative lines upon which they are run, stocks of the leading 
life companies must ordinarily be classed as a conservative type 
of investment.® Liabilities, in so far as the present mortality 

ASSETS OP LEADING LIFE INSURANCE COMPANIES IN THE 
UNITED STATES: AS OP DECEMBER 31, 1930, 1938 

(Millions of Dollars) 

1998 1930 

Amount Per Cent Amount Per Cent 

800 3.2 1,886 10.9 

4,138 16.2 5,128 29.6 

4,938 19.4 7,014 40.5 

4,646 18.2 303 1.8 

1,497 5.9 587 3.4 

499 2.0 404 2.3 

2,969 H.'e 2,947 17.0 

3,277 12.9 1,675 9.7 

1,500 6.9 547 3.1 

Total Bonds and Stocks* 14,397 

Total Investments 19,335 

Policy Loans and Premium Notes 3,039 

Real Estate 1,928 

, Cash 704 

Other Admitted Assets 489 

Total Assets 25,496 

' (MUlions o{ Dollsra) 

* Preferred and Guaranteed Stocks 

Common Stocks , . 

Total Stocks 626 450 

tables and low interest rates are used in computing legal reserves, 
are overstated rather than understated.® Assets, on the other 
hand, consist almost entirely of securities. A further analysis 
of the types of securities held by life insurance companies will 

“In some jurisdictions regulation of investment policy has permitted specula- 
tive commitments, and consequently a check on the list of investments held by a 
company is important. 

“This statement may be untrue for the annuity business, -which is relatively 
small for most companies, but which has been somewhat unprofitable. Premium 
rates in this field have recently been j-eadjusted. If interest rate.s continue low, 
the difference between the actuarial assumption and the rate earned may disappear. 


56.5 6,496 37.6 

76.9 13,610 78.0 

11.9 2,516 14.6 

7.5 411 2.4 

2.8 126 .7 

1.9 741 4.3 

100.0 17,304 100.0 


loss IBSO 

411 351 

114 ' 99 


Total Mortgages 

U. S. Government Bonds 

State & Municipal Bonds 

Canadian Government Bonds 

Other Foreign Government Bonds 

Railroad Bonds and Stocks 

Public Utility Bonds and Stocks 

Other Bonds and Stocks 


Investments: 

Farm Mortgages. 
Other Mortgages. 
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show that by far the largest percentage is in bonds and mort- 
gages. The table on page 535 shows that at the end of 1938, 
the leading companies in the United States had over 75 per cent 
of their assets in mortgages and securities^" In 1930, in- 
vestments were 78 per cent of admitted assets. Stocks make up 
a very small part of the investments,^ consisting chiefly of pre- 
ferred and guaranteed issues. Common stocks constitute about 
one half of one per cent of total assets.^^ The next largest item 
represent loans to policyholders secured by the pledge of poli- 
cies. When this amount is added in, we see that about 90 per 
cent of all assets were invested in the most conservative types 
of investment available. 

Up to this point, discussion has been confined largely to the 
position of life insurance companies as a class. No effort has 
been made to treat the different bases to be used in an analysis of 
the relative desirability of the stock of one company as compared 
with another. 

Investment tests, past history, and rate of growth. The first 
test suggested in reference to the analysis of individual com- 
panies pertains to the rate of growth experienced by the company 
in question. It is true that total or aggregate business under- 
written by aU companies has greatly increased during the past 
forty years, but this fact does not necessarily mean that the busi- 
ness of any one company has likewise increased. The volume of 
new business written annually, the kind of business, and the total 
insurance in force should be studied over a ten-year period, and 
the rate of growth should be at least equal to that shown for the 
country as a whole. There is strong presumptive evidence 
against a company whose new business is not showing satisfac- 
tory expansion. Such a situation may result from any of several 
causes. The management may not enjoy the confidence of pos- 
sible insurers, costs of doing business may be so high that pre- 
mium costs are excessive, the types of policies the company issues 
may be unsatisfactory, or the olQ&cers may not be sufficiently 
active in promoting sales. In any event, much of the real profit 

“Figures for forty-nine companies representing 92 per cent of assets of aH 
United States companies. Proceedings, Association of Life Insurance Presidents, 
1939, pp. lOS-llO. 

" An Exception to the general rule is the Sun Life Assurance Company of Can- 
ada (not included in the table), which has heavy common stock investments. 
For a review of its portfolio experience, see Guthmann, H. G., and Dauer, E. A-, 
“Stocks vs. Bonds as Life Insurance Investments During Depression,” Harvard 
Bmimss Review, January, 1936, Vol. Xlfl, p. 237. 



BANKS AND INSURANCE COMPANIES 537 

derived from investment in life companies results, in the final 
analysis, from a rapid growth in business underwritten. This 
increase frequently makes it necessary to obtain additional capi- 
tal for the business, which is customarily acquired by increases in 
capital stock. Such increases are likely to result in valuable sub- 
scription rights to the stockholders of the company. 

Operating tests. Another test of the policies of the manage- 
ment of a given company is found in the ratio of actual to ex- 
pected mortality. In most companies this ratio will run between 
50 and 60 per cent. Obviously the greater the care used in the 
selection of risks, the lower will be this ratio. The effect of a 
low mortality ratio on earnings has already been discussed. 
Closely akin to this ratio in its effect on earnings is the net rate 
earned on mean ledger assets. Stated somewhat less technically, 
we are interested in the percentage earned on investments. 
Whereas 3 per cent is a rate commonly assumed for actuarial 
purposes, mqst companies earn at present between 3^ and 5 per 
cent A company may be said to be successful when it earns 
over 4 per cent on its mean, or average, ledger assets. 

The investor is likewise interested in the expenses that the 
company incurs. He will want to know not only the expenses 
incurred in the process of securing business, but also those in- 
curred in the conduct of the business. In order to study the 
operating expense factor the following ratios are generally ex- 
amined: 

1. First-year commissions to new premiums. 

2. Total first-year expenses to new premiums. 

3. Total insurance expenses less first-year expenses to re- 
newal premiums. 

The reason for distinguishing between new and renewal busi- 
ness is that the cost of acquiring new business, because of com- 
missions and the medical examination, makes its expense ratio 
much higher than that for renewal business. These ratios, and 
sometimes others, are ordinarily given -in the various published 
reports of insurance companies as found either in the annual 
reports of various state insurance commissions or m Best’s Life 
Insurance Reports.^^ 

“It is recommended that the student refer to Best’s Life Insurance Reports, 
for further explanation of the ratios discussed in the present section of this chap- 
ter. In the introductoiy section will be found an illuminating discussion of life 
insurance principles and practice. The subject is necessarily intricate and can- 
not be fully covered here because of the limitations of space. 
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Net earnings and book vaiues. One of the most difficult 
aspects of analyzing life insurance company stocks is that of 
interpreting net earnings and the book value of assets per share 
of stock. With a typical industrial or public utility company, 
the computation of earnings and assets per share of stock is 
largely a matter of accounting. With the life insurance com- 
pany, however, the accounting reports must be interpreted in the 
light of the actuarial methods employed. The figures in the 
gain and loss exhibit (profit and loss statement) are based upon 
the previously mentioned assumptions as to mortality, interest 
rates, and operating expenses. A gain is reported only when 
mortality is less, interest earnings more, or operating expenses 
(loading) less than assumed in making up premium rates. Two 
companies that assumed different interest rates might thus show 
different "profits” even though they both earned the same rate 
of return on the same amount of assets. 

In the balance sheet the reserve liability is corrept only in so 
far as: (a) the actual mortality equals expected mortality; (b) 
the investment earnings equal assumed rate of interest on its 
investments; and (c) operating expenses equal the "loading” 
factor in the premium. In practice, as we have seen, many com- 
panies perform better than is anticipated. As a practical 
matter, therefore, the Net Reserves-life account is generally in 
excess of what will actually be required to meet claims. A part 
of this account, therefore, is the equivalent of surplus, and not a 
real liability. Accordingly, if one computes earnings strictly on 
the basis just described, he is being overconservative in those 
years in which the reserve increases. Actual earnings will be 
somewhat in excess of his computations. The extent to which 
further additions should be made, however, is a matter of esti- 
mate and depends on the ratio of actual to expected mortality, 
the investment return which the company shows, and its costs of 
doing business. Furthermore, there will be the question of what 
proportion of such savings must be shared with policyholders in 
order to meet the pressure of competition from mutual com- 
panies which make similar gains. Because of considerable varia- 
tion among companies, it is impossible to develop a formula that 
can be used satisfactorily for making this estimate. The net 
profits are the best single measure of the advantage derived from 
underwriting and investment activities, but it is customary to 
make allowance for a year in wfiich substantial additional busi- 
ness is placed on the books, on the principle that special expenses 
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incurred in obtaining such increased business will be balanced by 
increased earnings if tlie business can be retained in subsequent 
years at very small expense. Similarly, the book value is ex- 
pected to run substantially lower than the market or investment 
value, just as in the case of bank stocks. 

Analysis of return on leading stocks. Because of the small 
number of large stock companies operating in the life insurance 
field, investment interest has been limited. That such stocks as 
were available were highly valued is apparent from the following 
table showing the relation of dividends, earnings, and book value 
to the average market price for the year 1935 to 1939 inclusive:^® 

MARKET PRICE RATIOS OP STOCKS OF LEADING NON-MUTUAL 
LIFE INSURANCE COMPANIES; 1935-1939 


Per Cent of Dividend Yield on Average 
Market Price 

1939 1938 1937 1936 19SS 

Aetna Life 2.19 5.71 4.00 2.12 2.41 

Conneotiout General . . 2.09 3.27 2.22 1.90 2,60 

Travelers 3.64 3.89 3.63 3.20 3.0S 

Per Cent Earned on Average Market Price 

Aetna Life 5.42 8.00 1.06 10.45 6.42 

Connecticut General . . 17.84 16.30 3.88 10.21 9.4S 

Travelers 7.39 6.16 -1.10 6.87 2.07 

Ratio op Average Market Price to Book Valve at 
End of Year 

Aetna Life 1.18 1.01 1.25 1.49 1.21 

Connecticut General — 0.70 0.69 1.08 1.38 1.21 

Travelers 1.43 1.56 1.92 2.29 2.60 


Dividends in most years were between 2 and 3 per cent of the 
average market price. Earnings were higher, but they were still 
very low in relation to the price which an investor would have 
been obliged to pay for the stock, except in certain years for the 
Connecticut General. The ratio of market to book value has 
been fairly normal in recent years, tending to run somewhat 
above one. 

An explanation of the low return may be found in the oppor- 
tunity for growth in earnings at a profitable and rapid rate. 
Earnings in good years have frequently been in excess of 10 
per cent of the stockholders’ invested capital. (The interested 
reader may derive these percentages from the preceding tables 
by multiplying the percentage earned on market price by the 

Compiled by Mr. Howard Berolzheimer, assistant professor in insurance, 
Northwestern University. 
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ratio of market to book value.) A substantial part of earnings 
was retained in the case of aU of these companies, as may be 
seen by a comparison of the percentage earned and the per- 
centage disbursed as dividends. Subscription rights have in the 
past also shown opportunities for growth. A large part of the 
high return can be attributed to the very high ratio of business 
to the net worth. Reserve liabilities to policyholders ran from 
ten to twenty times the stockholders’ investment. Under such 
conditions even a small loss of assets would appear large in rela- 
tion to the stockholders’ equity. The fact that losses were not 
more substantial in years of declining security prices can be at- 
tributed to the predominance of bonds and real estate mortgages 
among the assets. 

The assets of insurance companies consist largely of the high- 
est type of investment securities. Their stock, therefore, repre- 
sents the ownership equity in a fund ordinarily consisting of 
diversified and well-selected first mortgages and bonds. Further- 
more, the actuarial certainty with which losses can be predicted 
minimizes the hazards of their type of insurance business. In 
the case of growing companies, there is also an opportunity for 
the same compounding process to operate that we observed in 
the case of banks. Each dollar of added investment, whether 
coming from earnings or from new investment, enables the com- 
pany to increase its business — and consequently its earnings — 
many times. The chief hazard for companies after they have 
passed the initial stage of development lies in a speculative in- 
vestment policy, a fault that has developed in a few companies 
organized in states with either weak legislation or inexpert 
regulation. Because reserve liabilities are relatively large, gen- 
erally running from ten to twenty times the stockholders’ equity, 
investments in common stocks or speculative bonds may result 
in insolvency in the event of even mild business recession. 

Fire insurance compared with life insurance. The business 
of fire insurance is similar in some respects to that of life insur- 
ance. Nevertheless there are points of dissimilarity that are 
fundamental to the investor. If we consider first the points of 
similarity, we find that the chief business of fire companies is 
the assumption of risks. Actuarial standards have been set up 
by which the company can determine what percentage of simi- 
larly located structures of a given t3q)e will burn each year, 
although it cannot 'tell which jparticular ones will burn. It is 
possible, in other words, to express mathematically the chance 
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of loss on any given policy. The company, of course, can afford 
to take such risks if it writes a sufficient number of policies, 
covering risks in different locations, to permit the law of averages 
to work. In computing the premiums necessary to cover the 
risks involved in their policies, fire companies likewise assume 
that the unused portions of their premiums will be invested. 
This condition results in a somewhat lower premium rate than 
would be necessary if their reserves were not invested. 

In considering, next, points of dissimilarity, one must first 
take into account the length of time that fire policies normally 
run. Generally speaking, fire insurance policies, and such other 
policies as are customarily written by fire companies, run for 
one, three, or five years. After the expiration of the policy, no 
further liability attaches to the company, and the whole premium 
may be considered to have been earned by the company at that 
time, if no claims for losses have been presented to the insurance 
company. In theory, as well as in practice, therefore, the busi- 
ness of fire insurance differs basically from that of life insurance. 
The fire insurance company is not required to set up out of 
premiums the same kind of reserve against policies in force as 
are life companies. The former type of company, upon writing 
a policy, credits an unearned premium account for the entire 
premiums received. As the policy continues in force, a certain 
portion of the unearned premium is considered to have been 
earned. The premium is prorated evenly over the life of the 
policy, no compound interest assumption, such as is necessary in 
computing life insurance reserve liabilities, being employed. In 
the reports of each company will be found both the premiums 
collected (cash basis) and the premium income earned (the 
accrual basis, just described). The balance .sheet will show 
unearned premiums as a liability. 

Another point to be observed in a comparison of fire and life 
insurance is the much greater danger of concentrating risks in 
the former. A fire insurance company may have a rather large 
total of risks in a given city. This presents a dangerous situa- 
tion, even though a proper distribution of risks is found within 
the city itself. At the time of the San Francisco earthquake and 
fire, many companies suffered very severe losses, but, owing to 
a distribution of business all over the country, the major com- 
panies had sufficient resources to withstand the terrific claims 
presented. This risk, known as the “conflagration hazard," is 
guarded against in part by reinsuring when too great a concen- 
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tratioii of business appears on the company’s books, but it cannot 
be entirely eliminated. The only way a similar concentration 
of risk could be assumed by a life company would be to write a 
very large policy on the life of one man. A life insurance com- 
pany can also protect itself by reinsuring with other companies 
a part of its risk, in an effort properly to adjust its individual 
risk to the total volume of business on its books. 

Investment status of fire insurance stocks. Despite these 
points of dissimilarity, the stocks of well-managed fire insurance 
companies present attractive opportunities, for many of the 
reasons that were set forth in the discussion of the investment 
merit of life insurance stocks. The business of fire insurance is 
basic, and its growth keeps pace with the increase in material 
wealth. Well-established companies participate in this growth 
and are able to handle an increasing amount of business annually 
with surplus earnings reinvested in the business. Where the 
company’s business grows so rapidly that it cannot be adequately 
handled on the basis of its growing surplus account, additional 
funds are generally acquired by the issuance of common stock 
to present stockholders at a price below the current market price, 
thus creating for such stockholders valuable subscription rights. 

Whereas life companies invest chiefly in mortgages and bonds, 
fire companies invest chiefly in bonds and stocks. Two reasons 
for this difference in investment policy may be given. In the 
first place, the shorter life of the fire company contract and the 
possibility of a conflagration loss have made it 'desirable to con- 
centrate on marketable investments, a policy which excludes 
mortgages. In the second place, the larger net worth (relative 
to liabilities) of the fire companies has made it possible for them 
to purchase some common stocks m spite of their fluctuating 
value. Tlae investments that may be made by fire insurance 
companies are frequently restricted by the states in which they 
do business, but the company is usually given a much wider 
choice than is allowed the life company. Where the officers of 
the fire insurance company are capable, however, this situation 
is likely to operate to the advantage of its stockholders, for it 
is possible, in view of the wider latitude given, to increase the 
average yield on funds invested. In fact, some of the leading 
fire companies have made substazitial profits through the pur- 
chase and sale of securities and the appreciation of common 
stockholdings. 
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Investment analysis : age and rate of growth. Our next task 
will be to develop a technique that may be applied in testing the 
desirability of the stock 'of one comioany as compared with that 
of another. In this connection the matters of age and past 
rate of growth should be considered. Other things being equal, 
the older companies are the more desirable. The reason is that 
the longer a company has been in business, the wider its dis- 
tribution of risks is likely to be. Likewise, each added year of 
operation finds a company with able management more firmly 
entrenched in respect to both finances and prestige. The more 
widely known a company is, the lower will be the cost of securing 
new business. Rate of growth is an important factor to consider 
in view of the fact that it is the rapidly growing company that 
offers the greatest opportunities for increasing earnings and 
Valuable subscription rights, or possible stock dividends. 

Comparison of capital and surplus with volume of business. 
The combined surplus and capital account of the company repre- 
sents the excess of admitted assets over all liabilities and meas- 
ures the stockholders' investment in the business. The amount 
of this item in relation to combined liabilities constitutes a safety 
factor for the policyholders. For purposes of analysis, the capi- 
tal and surplus may be compared with the unearned premium 
account, rather than with total liabilities, in order to simplify 
matters, because the unearned premium account represents the 
bulk of the liabilities. Where there are large unpaid losses, 
however, such a method is not entirely accurate. The average 
combined capital and surplus accounts of leading fire companies 
will normally exceed the imearned premium reserves by a sub- 
stantial margin, as shown by the table on page 544.^^ 

Unearned premium reserve. The nature of the liability for 
unearned premiums has already been explained as the propor- 
tionate part of any premiums for which the period of coverage 
has not expired. Legally, this amount is the sum the company 
would be obliged to return to the policyholder if it elected to 
cancel the policy. PracticaUy, however, the amount is in excess 
of the sum the company wiU ordinarily need to carry out the 
contract. The reason is that the operating expenses are not 
spread evenly throughout the life of the policy. Most of the 
expenses, such as the salesman's eomrnission and tbe cost of 
inspecting the risk and issuing the policy, are incurred at the 

“ Compiled from Best’s Tnsurance Reports, "Kre and Marine," 1940. 
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time the policy is written. Once the policy has been written, 
the chief costs are the actual fire losses and the expense of ad- 
justing claims arising therefrom. In practice, the losses incurred 
will ordinarily run less than 60 per cent of the premiums, and 
it has become customary to regard about 40 per cent of this 
liability reserve as being the , equivalent of surplus. If a com- 
pany that was reasonably well managed were being liquidated, 
it would not find it necessary to cancel its policies but could 

COMBINED CAPITAL AND SURPLUS AND UNEAR.NED PREMIUM 
RESERVE OP LEADING STOCK FIRE INSURANCE COMPANIES 
IN THE UNITED STATES: DECEMBER 31, 1639 

(Thousands of Dollara) 


Company 

Capital 
Stock and 
Surplus 

Unearned 

Premium 

Reserve 

Aetna In.suranoe Co 

31,690 

19,708 

Continental Insurance Co 

72,033 

19,679 

Fidelity-Plicnix Fire Insurance Co 

66,074 

16,451 

Fireman’s Fund Insurance Co 

24,607 

12,767 

Great American Insurance Co 

33,831 

13,147 

Hartford Fire Insurance Co 

74,776 

33,868 

Home Insurance Co 

65,372 

48,051 

Insurance Co. of North America 

78,269 

21,621 

National Fire Insurance Co. of Hartford. . 

33,915 

15,102 

Phoenix Insurance Co 

52,662 

8,726 

Totals 

623,129 

208,110 


reinsure its risks for an amount substantially less than its un- 
earned premium liability. 

Ratio of losses incurred to premiums earned. To estimate 
more accurately the benefit that the company will derive from 
its earned premiums, it is necessary to consider the ratio of losses 
incurred to premiums earned. The significance of this ratio 
becomes clear if we consider that the premium income of a fire 
insurance company is not all earned in the year in which it is 
paid, for the reason’ that premiums are required to be paid in 
advance. Premiums earned represent that portion of the pre- 
miums which expires during the fiscal year, a substantial part 
of which will have been collected in preceding years. Losses, 
on the other hand, represent the actual amount of losses reported 
during the year. If, therefore, one compares the losses incurred 
to premiums earned, he has an excellent index of the true loss 
experience of the company during the period covered. 
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Ratio of underwriting expense to premiums collected. A 
further comparison is necessary, however, before the complete 
picture is available. Every company has its overhead, or operat- 
ing, expenses, which consist of such items as commissions, rent, 
salaries, and taxes. These are generally grouped under the 
heading “Underwriting Expenses.” Such expenses are usually 
studied as a ratio, or percentage, of the premiums earned, and 
therefore, in connection with the “loss ratio” already mentioned, 
they tell what remains in the way of profit from the premium 
income. Because so much of the expense is connected with the 
acquisition of the business, some believe that a fairer measure 
of the operating efficiency, as distinguished from fire loss ex- 
perience, is the ratio of expenses to premiums collected rather 
than the ratio of expenses to premiums earned. Generally speak- 
ing, a company may be said to be reasonably successful if it can 
keep its losses and underwriting expenses within 100 per cent of 
its earned premiums, thus leaving its net investment earnings 
free for its stockholders. 

Net earnings and book value per share. We are now ready 
to consider methods for computing the net earnings of fire insur- 
ance companies and book value per share of stock. The income 
account, or statement of operations, of the company will show 
three sources of loss and gain; (1) gain (or loss) from under- 
writing, consisting of premiums earned less losses and under- 
writing expenses; (2) net income from investments, consisting 
of interest, dividends, and reirts less any investment expenses; 
and (3) profit (or loss) on the investment account which may be 
the result of the sale of securities aird of unrealized amounts of 
loss or gain owing to changes in the market value of investments. 
The third group of items may be regarded as unusual or as 
“capital” gains and losses, and may be eliminated for some statis- 
tical purposes. Because of the “hidden surplus” element in the 
unearned premiums liability, a further adjustment is sometimes 
made in the reported earnings by adding 40 per cent of any net 
increase (or subtracting any OTch decrease) in the unearned 
premiums to the earnings shown. Such as adjustment is par- 
ticularly helpful in interpreting results in years during which the 
liability has changed greatly. 

The liquidating value of a fire insurance stock may be esti- 
mated by adding 40 per cent of the unearned premium reserve 
to the book value of the stock (that is, to the sum of the capital 
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:ts (statement) $111,121,152 Total 

ts (market) 112,644,589 Policyholders’ Surplus (staten 
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stock and surplus) d® Per share figures arc obtainable by divid- 
ing results by the number of shares outstanding. 

Analysis of Insurance Company of North America. It is 
possible to make the preceding analysis for almost any fire com- 
pany in the United States on the basis of reports published by 
the insurance commissioners of the various states, particularly of 
New York, Massachusetts, and Connecticut, or from Best’s In- 
surance Reports, “Fire and Marine” volume, or Moody’s Manual 
of Investments, “Banks and Finance” volume, or the Insurance 
Yearbook, “Fire and Marine” volume. The illustrative material 
shown on pages 646 and 547 indicates how reports of this type 
ordinarily appear.^® 

On the basis of this material, we may now compute net earn- 
ings in accordance with the method previously recommended. 
Premiums earned in 1939 were $24,081,775, while underwriting 
expenses were $12,601,648, losses incurred $9,644,148, loss ad- 
justment expenses incurred $759,317, and profit and loss items 
$74,362. There was, therefore, a net underwriting profit of 
$1,002,410. Prom the “Investment Exhibit”, on the other hand, 
it appears that investment profit amounted to $6,381,880. Add- 
ing to this amount the underwriting profit, a total net profit of 
$7,384,290, is shown. There were outstanding, as of December 
31, 1939, 1,200,000 shares of stock. Net earnings per share for 
the year 1939 were, therefore, $6.15. The total book value of 
proprietorship equity may be computed as follows: paid-in 
capital and surplus were $78,269,141, to which is added 40 per 
cent of unearned premiums, or $8,648,374, to make a total of 
$86,917,515 for “liquidating” value. This amount is equivalent 
to $72.43 per share. 

A study of thirty major stock fire insurance companies showed 
that income is about as variable from year to year as it is for 
industrial companies. Underwriting profits show a strong cor- 
relation with business activity, rising in good times, falling in 
depression. The fluctuations in reported earnings are accen- 
tuated by the practice of carrying stock investments at their 
market value in the balance sheet and showing any adjustment 
in valuation in the investment income exhibit. The market 
price of the insurance company’s own outstanding stock shows 
a more consistent relation with liquidating value than with the 

If investments are earned at leas than their market value, a further adjust- 
ment may be made. 

Best’s Insurance Reports, “Fire and Marine,” 1940, pp. 354-358. 
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earnings and dividends. Insurance stocks rose with the general 
stock market and in 1928 sold on the average at about 1.6 times 
liquidating value; for the year 1932 the ratio fell to 0.7; since 
the year 1934, the ratio has been substantially 1.0.^” 

Stocks of companies engaged in the property insurance field 
have received particular attention since the growth in popularity 
of common stocks in the 1920's. Because a substantial share of 
the profits of these companies was derived from investment 
income including dividends, the companies were regarded as a 
kind of investment trust. They had the advantage over the 
generally newer investment trusts in that they possessed a record 
for a period of years, which made possible a rational estimate of 
investment quality. 

The fire insurance companies were able to go through the 
depression period with but one large company in serious diffi- 
culties; and that company was subsequently reinstated. Out 
of about fifty casualty insurance companies, however, almost 
one half, as a result of heavy underwriting losses, went into the 
hands of their respective state insurance departments. Fire 
companies were reported to have found it necessary in some 
instances to give financial aid to their casualty insurance sub- 
sidiaries. The types of business causing the heaviest losses 
were; (1) guaranty of mortgages; (2) workmen’s compensation ; 
(3) surety bonds on bank deposits in 1930-1932; and (4) fidelity 
and surety bonds in 1930-1932.^''' When business becomes more 
normal, property insurance companies generally should operate 
under more favorable conditions and should see a return of 
their stocks to favor. Two points are clear, however : first, that 
investments can be made safely in this field only after careful 
study; and second, that both underwriting and investment re- 
sults should be examined over a period sufficiently long to reveal 
the effect of bad, as well as good, times. 

"Van Dcusen, Edgar A., “Further Gain? for Insurancp Companies," Barron’s, 
Febraary 12, 1940, p, 18. 

Abbot, Heniy W., “Insurance Stocks in Favor Again,” Banon's, .Time 17, 1936. 
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Financial Institutions — Investment Trusts 


Definition of investment trusts. Investment trusts may be 
defined as financial institutions organized for the purpose of 
enabling the individual investor to obtain the advantages of 
wide diversification in a single commitment. The principal 
business of the trust is the investment of funds in a varied list 
of' stocks and bonds. The capital obligations of the trust, or 
company, representing participation in the assets held, therefore, 
offpr to the small investor a distribution of his investment risks 
which would be otherwise impossible. Investment trusts differ 
from holding companies in that the latter are usually formed 
for the purpose of acquiring managerial control over one or more 
operating companies, while the former purchase securities solely 
as investments. 

Origin and development of investment trusts. The invest- 
ment trust, while comparatively new in this country, has long- 
been known in Europe. The first investment trust seems to 
have been founded in Belgium in 1822.^ In 1860 the first Scot- 
tish investment trust was set up. At this time British bonds 
were selling to yield only a 3 per cent return, whereas, foreign 
government bonds were yielding from 5 to 6 per cent. Scottish 
investors were impressed with the higher return on foreign bonds, 

' but did not care to assume the risk of losing all their capital by 
committing it to one foreign investment. The investment trust 
was formed in order to diversify this risk. 

These early institutions were created under a legal form known 
as the Old English Trust. A few people who had had wide 

^Federal Reserve Bullelin, January, 1921, Vol. 7, p. 64. 
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experience in the management of large trust estates were ap- 
pointed trustees, and capital was intrusted to them for the pur- 
pose of acquiring securities. The individual members of the 
trust received shares therein according to the capital invested. 
In the event of oversubscription to the capital of the first trust, 
second, third, and fourth trusts might be formed under the same 
management and by-laws as the first. In each case, however, 
the management followed the basic principle of diversifying the 
securities purchased for the trust account. The typical London 
and Edinburgh trusts, as distinguished from the financial com- 
pany to be described later, have the following characteristics;" 

1. They raise capital by issuing debentures and preferred 
and common shares. The preferred and common shares are 
generally sold together in the form of £10 share certificates 
which, when fully paid for, are converted into preferred and 
common stock in the ratio of 60 per cent to 40 per cent, or 50 
per cent to 50 per cent. 

2. They invest their funds in a large variety of securities of 
both foreign and domestic origin, in order that the law of averages 
may operate in protecting the principal and the income. 

3. They limit their investment in any one security, so that 
no responsibilities of management are incurred. 

4. They supervise the investment fund continuously much 
as any conscientious trustee having discretionary powers. 

6. They endeavor to earn a return higher than that ordinarily 
received on other investments of comparable safety. This is 
accomplished through; 

(a) The favorable average interest and dividend yield which 
the trust gets through careful selection and purchase of securi- 
ties, and which tends to be higher than could be obtained with 
equal safety if the capital were not sufficient for considerable 
diversification. 

(b) Cash investment profits which are the result of man- 
agerial skill. 

(c) The proper investment of the continuous accumulation 
of earned reserves and surplus, built up consistently year by 

” See Ottinger, A., and Shea, T. J., Investment Trusts—A Survey of the Activi- 
ties and Forms of Investment Trusts •with Recommendations for Statutory Regu- 
lation by the New York State Department of Law, Bureau of Securities, 1927, 
p. 7. (This publication will subsequently be referred to as Jnvestmer^t Trusts-^ 
N. Y, Report.) 
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year from net income, resulting in great part from the 
between the fixed cost in capital obtained through i 
of bonds or preferred shares and the actual earnings n 
investment and reinvestment of its capital. 

The development of the investment trust in Englanc 
not spectacular during the later part of the nineteenth c 
was steady. By 1886 there were 12 such trusts, with a 
of £6,500,000, whose securities were listed on the Lond 
change.® By 1890 it is estimated that, there were betv 
and 60 such trusts in Edinburgh and London. Althoi 
growth in these institutions was less rapid after 1890, ne 
less, from 25 to 30 investment trusts were organized t 
1890 and 1913, and it is estimated that, in 1931, there w 
or more such companies, with total paid-in capital assets 
£225,000,000.^ 

The success of British trusts is attributable in large ; 
management. The directors of these trusts are generalh 
wide discretionary powers. They may sell securities froi 
portfolio in order to avoid losses. Frequently there are 
strietions imposed with reference to the type of securil 
may be purchased, except that securities which place un 
liability on the trust may not be purchased. However, di 
are generally prevented from investing more than a stat^ 
centage (usually 10) of the capital of the trust in ai 
security. In this way wide diversification has been obtain 
study of the management of these trusts shows that set 
have been selected judiciously, that expenses have bee: 
down, and that conservative dividend policies have be^ 
lowed, thus permitting the accumulation of reserves 1 
purpose of taking care of losses.® 

In Great Britain, the term “financial company” is re 
for the investment company that specializes in the sht 
a particular type of undertaking. Much foreign, comn 
and industrial financing is undertaken in Europe through : 
ment companies that specialize in the shares of rubber, oil 
ping, mining, electric light and power, and railway underti 
Companies of this nature are known as financial compa: 

'‘Federal Reserve BuUetin, November, 1920, Vol. 6, p. 1170. 

'‘Keane, C. P., Manual of Investment Trusts (London; George Roiii 
Sons, Ltd., 1931), pp. 1679-1687. 

° Campbell, Edward M., "Management Problems of Investment Trust 
vard Business Review, April, 1924, Vol. 2, p. 298. 
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financial trusts. At the close of 1927, it was estimated that 
there were at least 150 such companies with a total paid-in 
capital in excess of £200,000,000.® 

American investment trusts. It was but comparatively re- 
cently that the investment trust appeared in the United States. 
Prior to World War I there were several companies and funds 
in this country having some of the characteristics of the British 
trust, but the investment trust movement was not developed 
until after the war. The year 1924 witnessed a substantial 
expansion in the movement, which rose to a high point in the 
period 1927-1930.’’ So rapid was the growth, that the number 
of trusts was estimated to have exceeded 1,000 and had assets 
of more than $7,000,000,000 in 1929. These assets shrank to 
$2,800,000,000 in 1932. By 1940 fewer than 600 trusts survived.® 
Besides the obvious explanation that these values were based on 
stock market quotations, which shrank tremendously during this 
period, further shrinkage was due to tlie retirement of securities 
by some trusts, complete liquidation of others, and mergers. 
These companies rose with the popularity of common stocks, 
which they so largely invested in, and a plethora of funds for 
both investment and speculation. They declined with the fall 
of common stocks, and the disappointing record of investment 
management in this field. 

Fixed trusts. Investment trusts in this country may be classi- 
fied in a number of ways, but from the investor’s point of view 
an important basis of classification is the degree of discretion 
allowed the managers: the fixed, or limited management, trust; 
and the management, or discretionary, trust.® The former, 


“ Investment Trusts— N. Y. Report, p. 7. 

’ The first investment trust in this country to follow the British type was the 
International Securities Trust of America, formed in 1921. Under Section 25(a) 
of the Federal Reserve Act, -popularly known as the Edge Act, it is possible to 
form companies doing essentially an investment business. The only investment 
company so far formed is The First Federal Foreign Trust {Investment Trust — 
N. Y. Report, p. 31). Several investment companies of the acceptance type, how- 
ever, were also formed. See Steiner, Wm. H., Investment Trusts (New York; 
Adelphi Co, 1929), Chapter III. 

‘ Time, March 26, 1940, p. 82. 

' The face amount installment certificate is not discussed here because it repre- 
sents an accumulation for a definite amount much like the face amount of a life 
insurance policy. It is roughly comparable to the installment stock of the sav- 
ings and loan association. Installment investment plans are also omitted since 
they are merely a method for the purchase of investment trust shares. The col- 
lection of the installment payments typically involves extra costs for the in- 
vestor. For fuller discussion and critical analysis see the report of the Securities 
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sometimes known as the unit investment trust, is the simpler 
t3^e and will be discussed first. ^*It offers a fixed list of securities, 
either stocks or bonds, which are assigned to a trustee for safe- 
keeping, and against which certificates are issued. In this way 
the investor knows definitely what his commitment consists of, 
and he need not rely upon the judgment and integrity of the 
management to so great an extent as he does in the discretionary 
trust. The list of deposited securities almost invariably consists 
of commo2i stocks which are popular and well-known at the time 
the trust is formed. As trust shares are sold, the proceeds are 
invested in these common stocks in the specified fixed proportions. 
The price of the former is determined from day to day upon the 
basis of the market price of the deposited stocks. 

An example of this type of trust is that operated by the Cumu- 
lative Shares Corporation. This corporation issues certificates 
payable to bearer, or registerable, which carry ownership in a 
group of common stocks deposited with a trustee. The certifi- 
cate which is issued to the investor is found in Appendix “B” of 
the trust agreement and is reproduced here. The bearer form is 
unusual in American corporation practice outside the fixed trust 
field. 

United States of America 
CUMULATIVE SHARES CORPORATION 
(Incorporated under the Laws of New York) 

Certificate No. . . Number of Shares 

Bearer Certificate 

Cumulative Trust Shares 

The Bank of America National Association, Trustee 

This certifies that the bearer hereof, or if registered, the registered 
owner hereof, is the owner of . . Cumulative Trust Shares. Each such 

share represents an equal undivided equitable interest in the property held by 
the above named Trustee and is equivalent to a fifty-thousandth 
(1/50, 000th) part of (1) a Stock Unit, consisting of the share.s of the common 
stock of the companies shown in the legends appearing on the reverse hereof , 

and Exchange Commission on Investment Trusts and Investment Companies: 
Vol. I. The Origin, Scope and Conduct of the Study, Nature, and Classification 
of Investment Trusts and Investment Companies, and the Origin of the Invest- 
ment Trust and the Investment Company Movement in the United States. 75th 
Cong,, 8d Sess., House Doc. 707 (1939). Vol. III. Companies Sponsoring Install- 
ment Investment Plans. 76th Cong., 2d Sess., House Doc, 4S2 (1940). Vol. V. 

A Report on Companies Issuing Face Amount Installment Certificate.^, 76th 
Cong,, 3d Sess., House Doc. 659 (1939) i.e. 1940. 
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as of the date therein specified, to which legends reference is hereby made; 
and (2) the proportion of any other property and/or cash applicable to a 
Stock Unit. All property held by the Trustee is in trust for the benefit of 
the holders of this and other Certificates in accordance with the terms of the 
Trust Agreement hereinafter mentioned. 

The common stocks, and the amount of each, comprising the 
stock unit on September 19, 1930, are listed in Appendix “A” of 
the trust agreement. The same list appears on the back of each 
certificate. Furthermore, the back of each certificate contain^ 
the following: 

Said list may have been changed .since said date, and may bo changed in 
the future, by the inclusion of additional .shares of the common .stock of the 
coilipanies named and/or by the addition of entirely new items, and items 
thereof may have been, and may be in the future, wholly or partially elim- 
inated, all by reason of events described in the Agreement referred to on 
the face of this Certificate to which Agreement reference is hereby made. 

Upon inquiry, the Trustee will at any time supply a current list. 

The remainder of the certificate contains a description of the 
rights of the certificate holders to participate in the cash divi- 
dends received by the trustee, as well as the net cash proceeds 
from the sale of any stock dividends, subscription rights, securi- 
ties, or any other property received by the trustee in respect of 
the stocks deposited under the agreement. Such proceeds are 
paid by the trustee upon presentation of semiannual coupons. 
The certificate holder also has the right to deposit 500 certifi- 
cates, or a multiple thereof, under certain conditions as to time 
and notice, and to receive the actual .shares of stock represented 
by that number of certificates. Attached to all certificates are 
dividend coupons representing the semiannual dividends payable 
on the certificates. 

The trust agreement sets forth the provisions regarding the 
deposit of property with the trustee, the issuance of certificates, 
the administration of deposited property, the distribution of 
“currently distributable funds” and semiannual dividends, the 
termination of the trust, the final distribution of the deposited 
property, the market value, and the trustee and depositor. 

Investment qualities of fixed trust: advantages. To the in- 
vestor the outstanding appeal of the fixed trust is that of 
diversification. Two varieties have been offered. Some trusts, 
especially in the early days, offered a fund made up wholly of 
the common stocks of a single industry, such as railroads, insur- 
ance, oil, or chain stores. More popular has been the fund in- 
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eluding a variety of companies which are widely and favorably 
known/® 

Disadvantages of fixed trust: high costs. The two major 
disadvantages of this type of trust which the investor needs to 
weigh are: (1) the price paid for this indirect diversification; 
and (2) the inflexibility of the securities chosen. 

With regard to the cost factor, fixed trusts have shown an 
addition of from 7 to 20 per cent to the current market value 
of the securities in the fund in setting the price at which the 
trust shares were sold to the public. In the majority of cases 
the spread has probably been somewhere between 8 and 10 per 
cent. Most of this margin represented the cost of selling — that 
is, commission to the salesman and profit to the distributing 
group. Other expenses would arise from brokerage commissions, 
office expense, and fees for the depository trustee. Some ex- 
pense might also result later from the cost of operating the 
trust; this would constitute a charge against income. It should 
be noted, however, that the buyer of common stocks who pur- 
chases in very small units will find that the minimum commis- 
sion plus the odd-lot fee wiU constitute a substantial percentage 
of the cost. 

Abuses have arisen which have made it possible for the dis- 
tributors of fixed trust shares to profit from operations involving 
the purchase or sale of securities for the trust fund. In an in- 
vestigation conducted through the office of the attorney general 
of New York, the following weaknesses were suggested as com- 
mon to deeds of trust under which fixed trusts operate 

1. There is inadequate protection for the certificate holder against the 
making of profits by the depositor corporation by putting securities into 
the trust fund at a higher price than these securities cost the depositor 
corporation. 

2. There is no protection to the public in most trust agreements or in- 
dentures of the rigid, or quasi-rigid, type against an unwarranted spread 

“For a portfolio study of ninety-four fixed trusts, see Dun’s Review, July 11, 
1931, pp. 10-11, 27-28. Over 70 per cent of these trusts owned stock in N. Y. 
Central, American Telephone & Telegraph, Pennsylvania Railroad, Atchison, 
Topeka & Santa Fc, Consolidated Gas (N. Y.), Union Pacific, U. S. Steel, Gen- 
eral Electric, and Du Pont de Nemours (listed in order of popularity). 

’^Investment Trusts— N. Y. Report, p. 43 ff. Although fixed trusts are not 
listed, the New York Stock Exchange requires that before a member may be 
associated with the organization, management, or distribution of its securities, 
■such tiaist must submit certain information and agree to certain requirements 
of sound practice. Commercial and Financial Chronicle, May 16, 1931, no. 3649- 
3651. 
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between the market value of securities deposited in the unit and the price 
at which the participating certificates are currently issued to the public. 

3. In several indentures the depositor corporation is given the initial right 
to buy securities deposited in the fund held with the trustee, the latter’s 
power to obtain the best possible price on the market being accordingly 
circumscribed to the probable disadvantage of the shareholders. 

The enactment of the Investment Company Act of 1940 is 
expected to remedy the gross abuses of this form of organization. 
The general provisions of the act forbid that those controlling 
the trust use their position for personal profit. Specific rules 
covering the unit (or fixed) trust require a bank of specified 
minimum size as an independent trustee to act as custodian of 
all property and funds to be bound by a suitable trust agreement. 

Fixed trust inflexibility. A considerable part of the popu- 
larity of the fixed feature has been due to the interest in com-, 
mon stocks and the suspicion with which discretionary trusts 
have been regarded because of abuses of management. (These 
will be described later in this chapter.) The weakness of a fixed 
investment in particular stocks soon became evident, however. 
Many trusts formed at the end of the decade of' the 1920's 
selected their holdings on the basis of a long and favorable divi- 
dend record. As a result, railroad and oil stocks were popular. 
However, these companies suffered drastic reductions of net 
profits in the years immediately following, and for this reason 
the distributors of trust shares formed new units to include 
those common stocks which succeeded their former choices in 
popularity. 

To meet this objectional feature, provisions were added to 
most of the later trust agreements permitting stocks to be 
dropped, or sometimes permitting new stocks to be substituted 
for old. Thus, a stock might be sold if its dividend were dis- 
continued and the proceeds of the sale distributed among the 
shareholders. Where a substitution provision was adopted, it 
was usually deemed necessary to provide safeguards with respect 
to the conditions under which the change might be made as well 
as to the kinds of stocks which might be substituted. These 
restrictions were in some cases so elaborate as to make it ex- 
tremely probable that a substitution would be possible only 
after the stock had so changed in standing that it would have 
depreciated substantially in price. Those trusts which have the 
power of substitution are sometimes called “limited manage- 
ment,” or “semifixed” trusts. 
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Poor marketability of fixed trust stock. In addition to the 
disadvantages of cost and inflexibility, the stock of a fixed 
trust may suffer from poor marketability. Since these shares 
are commonly unlisted, their market depends upon the sponsor- 
ship of the distributing houses. Should they lose interest in 
maintaining a market, or go out of business, the holder may find 
it difficult to liquidate his holdings at a reasonable figure. Pro- 
tection against such a situation may be afforded in part by suit- 
able provisions permitting conversion of trust shares into the 
underlying stock when presented in suitable multiples, or by 
provision for liquidation of underlying shares into cash without 
too great a burden from commissions and fees.^^ 

Management investment trusts. In contrast with the fixed 
trust is the trust which gives the directors or trustees wide lati- 
tude both in the original selection of, and in later substitutions 
in, the investment portfolio. There are three types of such 
trusts; (1) the mutual investment association ; (2) the manage- 
ment trust with a capital structure consisting solely of one class 
of stock; and (3) the management trust with two or more classes 
of securities outstanding. The first two types are generally 
similar in that both are discretionary and issue only common 
stock. The “mutual” trust is different in being “open end,” 
that is, it maintains a continuous offer both to sell and to repur- 
chase its shares at prices based on the market Value of its port- 
folio. For this reason, its shares are not listed on any exchange. 
It also generally engages outside investment counsel at a specific 
rate of compensation (usually one-half per cent per annum of 
total assets at market value) instead of hiring its own staff. On 
the theory that the mutu^ trust is a mere conduit through 
which income passes from the taxed corporation to the taxed 
investor, it is exempted from the Federal corporation income 
tax. To qualify for exemption the trust must distribute at 
least 90 per cent of its net mcome m dividends. (For other 
qualifying requirements as to character of operations, limitation 
on speculative profits, diversification, and capital structure, see 
the Federal Revenue Act.) The ordinary management trust 
derives its operating funds from the sale of blocks of its own 


“For further description, see Marshall D. Ketehiim, The Fixed Investment 
Trust, in Studies in Business AdminisU'ation, published by the Journal oj Business 
of the University of Chicago, Vol. yil, No. 3, 1937. Also see Report on Invest-, 
ment Trusts and Investment Companies, Vol. IV, “A Report on Fixed and Semi- 
fixed Investment Trusts,” 76th Cong,, 3d Kess., House Doc. 567 (1910). 
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securities at irregular intervals. Many management trusts have 
issued no securities other than those sold at the time of their 
original financing. 

We shall first discuss the trust that secures all of its capital 
by the sale of shares of common stock. Such trusts are really 
nothing more or less than joint investment ventures under the 
management of a group of directors or trustees, each share- 
holder being entitled to his pro rata share in the fund. 

The advantage of this type, of capital set-up lies in the 
absence of fixed charges, which result from the issuance of bonds, 
or of contingent but prior charges, which result from the pres- 
ence of preferred stocks. This simple structure means greater 
investment safety but lacks the speculative glamour which may 
be had by “trading on equity.” If the trust were able to earn 
on its invested capital at a rate in excess of the fixed charges 
incurred by the issuance of bonds or preferred stocks, then it 
should prove profitable for the stockholders to trade on their 
equity by issuing fixed-rincome-bearing securities. One of the 
reasons why European investment trusts issue debentures is 
that excess earning power, over and above the fixed costs of 
capital obtained at comparatively low rates, makes possible 
more liberal appropriations to reserves and surplus than can be 
made when only common stock is issued. Up to the present, 
American trusts have not had sufficient investment prestige to 
permit their issuing bonds and preferred stocks at rates that 
would be profitable, unless the proceeds were invested in com- 
mon .stocks in a period favorable to appreciation. 

Management investment trusts issuing several types of 
securities. The majority of American trusts of the manage- 
ment type have nevertheless raised their capital by the sale of 
preferred shares and bonds, as well as common stock. Further- 
more, the bonds of investment trusts in this country, as abroad, 
are not generally secured by the deposit of collateral, but are in 
the form of debentures, which constitute only an unsecured 
claim against the assets of the trust. The reason for this situa- 
tion lies in the added expense occasioned by frequent changes in 
the collateral held under the deed of trust. Such substitutions 
in collateral afe obviously made necessary by • the very nature 
of the trust's business. 

In British practice, debenture stock — that is, debt capital or 
bonds — is ordinarily limited by the articles of association to an 
amount not exceeding the outstanding share capital. Robinson 
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states that fifty per cent is a common limitation, and cites 
one case of a limitation to one third of the fully paid capi- 
tal.^® Even in the absence of any surplus, the lowest of these 
standards would result in assets of twice the debt, while the 
common limitation of fifty per cent of capital would be equiva- 
lent to requiring assets equal to three times the debt. American 
debentures of the better-managed trusts offer about the same 
security. Where the debentures are accorded a convertible 
feature, or where they are issued with common stock or war- 
rants, they are often secured by a lower proportionate book 
value. Attention should be given to the kind, as well as the 
amount, of the investments behind an issue of debentures. 

Under the Investment Company Act of 1940 bonds 'must be 
able to show a coverage of three dollars of assets for every dollar 
of liability at the time of issuance, and common dividends must 
not be paid that will bring assets below this coverage ratio. Pre- 
ferred dividends must not reduce the coverage below 200 per 
cent. Future indentures must give bondholders the right to 
elect a majority of directors if the coverage falls below 100 per 
cent for twelve consecutive months. Preferred stock is required 
to have a 200 per cent minimum coverage upon issuance, and 
common dividends must not be allowed to bring the coverage 
below this figure. Whenever dividends are as much as two 
years in arrears, the preferred stockholders must bo allowed to 
elect a majority of directors, subject to the rights of bondholders. 
In the future, an investment company will be limited to a single 
bond and single preferred stock in its capital structure, but 
either may be open end and issuable in series. 

Legal forms assumed by American investment trusts. 
American investment trusts may be organized either as corpora- 
tions or as “express trusts.” In spite of their name, which 
implies a trust form of organization, the majority of the large 
and well-known management trusts operate as corporations, 
frequently incorporating in Maryland or Delaware, although 
there are a number formed under the laws of New York. Dela- 
ware allows the trust wide latitude in the kinds of business that 
may be undertaken, has low corporate taxes, and permits meet- 
ings of both stockholders and directors to be held outside the 
state. 

In view of this common use of the corporate form of organiza- 

“ Robinson, Leland R., Investment Trust Organization and Management (New 
York: Ronald Pi-ess Co., 1026), p. 61. 
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tion and the usual association in the public mind of the word 
“trust” with a fund restricted to conservative investments in 
bonds and mortgages, the term “investment company” would be 
more appropriate usage than “investment trust.” 

Restrictions regarding trust investments. The success or 
failure of a given investment trust will depend in large measure 
on the character of its management. Sometimes restrictions of 
varying degree may be imposed on the directors or trustees. 
These may be found in the corporate charter or by-laws, if the 
trust is incorporated; or they may be found in the deed of 
trust or articles of association, if the fund is organized as a vol- 
untary association. 

The Allied International Investing Corporation, organized 
under the Delaware laws, may serve as an illustration of a trust 
with very few investment restrictions. Its charter after describ- 
ing the powers of the corporation in very broad terms proceeds 
to stress the wide discretionary powers permitted in the follow- 
ing provisions: 

It being expressly intended that this Corporation may engage in enter- 
prises or make mvestments or remvestments of a nature which may be 
deemed speculative or hazardous, and that some one or more of its officers 
or directors may be personally interested, either directly or indirectly, in 
such enterprises and transactions, and that this Corporation may buy from, 
sell, or deal with, its directors or officers in their individual capacity, or with 
corporations, firms or associations in which this. Corporation's officers and 
directors are interested, either directly or indirectly, no director or officer 
shall be liable to this Corporation or to any stockholder or creditor of tliis 
Corporation, for any error or mistake in judgment, or for any matter or 
thing whatsoever, except affirmative bad faith, nor for any profit realized 
by him or them, directly or indirectly, from transactions between this 
Corporation and its officers or directors, or between this Corporation and 
the corporations, firms and associations in which this Corporation’s officers 
or directors are interested. 

Somewhat more rigid are the provisions imposed on the board 
of directors in the by-laws of the former International Securi- 
ties Corporation of America. 

Section 17 . Eestrictions on Powers op Directors as to Invest- 
ments. — The Board of Directore shall have the power to adopt, change, 
alter, amend and rescind rules and regulations from time to time, additional 
to those hereinafter in this section set forth, as to the investment of the 
funds of the Corporation; and upon the adoption of such rules and regula- 
tions, funds of the Corporation shall not be invested by the Board of 


” Quoted from the certificate of mcorporation. 
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Directors or officers or employees of the Corporation except in accordance 
therewith, provided, however, that nothing herein contained shall be con- 
strued to prohibit the Corporation from issuing its shares in exchange for 
shares of an existing investment trust or to purchase the assets of such an 
existing trust. The following rules and regulations shall control the Board 
with reference to securities: 

(a) Reliable information shall be obtainable with respect to the history, 
management, assets, earnings and expenses of the governmental authority, 
corporation or organization issuing such securities; 

(h) The history of the nation or country in ivhich such securities shall 
have originated must show financial stability and recognition of private 
property rights; 

(c) The governmental authority, corporation or organization and/or their 
predecesssors (except the predecessors of govermnental authority) issuing 
or guaranteeing such securities must have been established for a period of 
at least' four (4) years prior to such investment; 

(d) Of the total funds of the Corporation invested and available for 
investment by the Board of Directors, not more than seventy per cent 
(70%) may be invested at any one time in securities originating in the 
United States of America, not more than fifty-five per cent (55%) may be 
invested at any one time in securities originating in England, and not more 
than thirty-five per cent (35%) may be invested at any one time in secu- 
rities originating in any other one nation or country. Not more than ten 
per cent (10%) of the total funds of the Corporation may be invested in 
securities representing any one distinct class of busineas or industry. Not 
more than one and three-fourths per cent (1%%) of the total funds which 
may be so invested in securities may be invested in any one such security 
other than governmental securities; 

(e) The funds of the Corporation when invested sliall lie distributed 
among at least 400 seasoned marketable securities. 

In selecting securities for purchase in accordance with the foregoing re- 
strictions, the Board of Directors shall exercise their own discretion and 
judgment and shall be entitled to rely upon information believed by them 
to be rehable, and in no event shall they be liable or responsible in any 
manner to anyone for so doing. 

Section 18. Sale of Inbligibue Securities. — ^From time to time, the 
Board of Directors shall sell and dispose of all securities within one (1) year 
after they shall have ascertained that such securities ' at their original cost 
would not then be eligible for purchase by them. The Board of Directors, 
in their discretion, at any time and from time to time, may sell and dispose 
of any securities belonging to the Corporation, and may invest and reinvest, 
in accordance with the provisions of these By-Laws, the proceeds received 
therefrom. 

Some trusts have gone even further and limited the types of 
securities that might be purchased, specifying that even com- 
mon stocks should meet a designated rating by certain of the 
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investment services. Unfortunately, quality is a changing thing, 
and it is not likely that arbitrary standards will serve as a sub- 
stitute for competent investment management.^® 

Unless specific mention is made, as in this instance, of the 
securities that shall constitute the investments of the portfolio 
of the trust, the matter of investments is regulated entirely by 
the board of directors and is subject to change at any time. 

Restrictions on the investment policies of the trustees or direc- 
tors of a trust fund are not unanimously regarded as desirable. 
Some students claim that the managers of the fund should be 
accorded wide latitude in the exercise of their powers. After all, 
it is the character of management that spells the success or fail- 
ure of the venture. With good management no restrictions are 
necessary. On the other hand, the most stringent restrictions 
are a poor substitute for judgment. It is probable that the jnost 
desirable limitations are those which aim to establish the broad 
policies of the trust, but which do not prescribe too narrowly 
the kinds of securities that may be purchased. 

Investment trust bonds. The agreement under which dis-, 
cretionary trusts issue bonds should not be confused with the 
declaration of trust under which the organization itself is created. 
Although the indentures or trust deeds under which bonds are 
issued by investment trusts follow closely the legal forms adopted 
by other corporations, nevertheless, differences have been made 
necessary by the very nature of the investment trust’s business. 
It is important that adequate provisions be inserted in the inden- 
ture under which investment trusts issue bonds for the mainte- 
nance of a minimum ratio of market value of securities to bonds 
issued. It is immaterial whether the issue is collaterally secured 
or whether it is a straight debenture. In fact, where such a pro- 
vision is adequately drawn, debenture bonds should be fully as 
secure as collateral bonds, for a direct limitation is thereby placed 
on the trust’s borrowing powers. 

Indentures under which collateral trust bonds are issued 
usually state the ratio of protection afforded by the deposited 
collateral. On the other hand, the indentures under which 
general obligations or debenture bonds are issued limit the 
funded debt which the issuing corporation may create, by provi- 
sions to the effect that no further debt may be created if the 
ratio of debt to the book value of assets is thereby reduced below 

“ A small trust having such feppcifio standards was the Bankers Holding Trust, 
Inc., chartered in Maryland in 1924. A receiver was appointed in 1931. 



564 


INVESTMENT TRUSTS 


a stated minimum percentage. The coverage provisions stipu- 
lated by the Investment Company Act of 1940 have already 
been outlined. 

The events of recent years have clearly shown that any inden- 
ture restrictions are likely to be nullified if the issuer invests 
all of its funds in common stocks. Restrictions that are suffi- 
ciently stringent to protect bondholders against loss fully, say 
to the extent that a banker protects himself in making a col- 
lateral loan, would be almost certainly fatal to the debtor in a 
period of depression. Important reasons for the relatively few 
failures of borrowing investment trusts have undoubtedly been : 
(1) the absence of provisions making inadequate asset values 
behind bonds a condition constituting default; and (2) the liquid 
character of the assets, which permits the use of principal to 
cover interest charges in a period when income is inadequate, 
provided that period is not too prolonged. This peculiar char- 
acter of the assets of the investment trust, in marked contrast 
with the fixity of a railroad’s or a utility’s assets, explains why 
the asset coverage and the character of the assets receive such 
prominence in bond analysis here, whereas in other fields income 
coverage is emphasized.^® It would seem likely that invest- 
ment trusts in this country will find it necessary to invest a 
reasonable portion of their funds in bonds and preferred stocks 
if they wish to give their own fixed income obligations a high 
rating. 

Removal of trustees. Provisions relating to the removal of 
trustees and to the appointment of new trustees naturally vary 
among different trusts. It is customary, however, to give a 
majority of the debenture holders power to remove the acting 
trustee and to appoint another. Thus, the provisions found 
in the indenture between the General American Investors Com- 
pany and the Guaranty Trust Company of New York vest this 
power in the debenture holders.^’^ 

Cost of raising capital for management trusts. In the Lon- 
don and Edinburgh trusts the cost of raising new capital has 
frequently been less than 2 per cent. The age of such trusts, 
their investment position, and their practice of selling issues 
without having them underwritten tend to lower the cost of 
marketing their securities. In this country the cost of raising 

” For a brief study of some leading issues, see Saunders, David L., “Are Invest- 
ment Trust Bonds Attractive?” Barron’s, January 7, 1935, pp. 6, 9. 

” Investment Trusts— N. Y. Report, p. 60. 
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capital for management trusts has ranged between 3i/4 per cent 
and 10 per cent.^® Higher costs here are occasioned in part by 
the practice of distributing new issues through investment 
banking houses. An additional reason is the fact that Ameri- 
can investment trusts are of recent origin, and have not yet 
been thoroughly established among investors. 

Relationship between investment funds and fiscal agents. 
The cost of senior capital is only one of the expenses chargeable 
against the assets and income of an investment fund. One 
must also consider the fees charged for investment service, super- 
vision, and management. In the ease of fixed trusts, which 
do not manage securities beyond the point of original selection, 
there is no question of subsequent management expense.^® 
Where the fund is administered, as in the Scottish type, there 
must, of course, be some basis for paying those who supervise 
this work. The costs will depend upon the amounts manage- 
ment decides to spend for research and oflGice expense. If the 
fund is small it may be at a disadvantage in maintaining a 
reasonable budget for administration. For this reason some of 
the .ordinary, or closed end, trusts employ outside investment 
counsel in the manner common to the open end, or mutual trusts. 
Another arrangement is to pay management a per cent of profits, 
usually after a stipulated return has first been earned for the 
investor. The present tendency is away from forms of com- 
pensation contingent upon earnings. One measure of trust 
performance is to compare the total expenses, including mana- 
gerial compensation, to total assets for a period of years.®® Too 
much emphasis should not be placed upon this relation, how- 
ever, because the net results are what count and a high expense 
ratio may be coupled with a high standard of performance. 

A further opportunity for profit to the trust managers might 
lie in the possibility of their selling securities to the fund at a 

“ The original trustee’s expenses are often taken care of at the time the certifi- 
cates are sold. The Investment Company Act of 1940 requires that fixed trusts 
provide that trustees be entitled to reimbursement for expenses out of the trust 
property. Usually a definite time is designated when the underlying collateral 
may be sold or distributed, and the trust may be wound up or continued for a 
further stated period upon payment of a specified sum to reimburse the trustee 
for further services. 

“In an analysis of investment trusts made by Standard Trade & Securities 
Service, it was found that the ratio of expenses to assets for 44 companies varied 
from as low as .12 per cent to 2.29 per cent. The average ratio of expenses to 
assets wa.s .87 per cent. See section entitled “Industries,” March 30, 1931, p. U-104. 
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profit. The more conservative trusts are safeguarded against 
such abuses by provisions in their indentures. The provision of 
the Investment Company Act of 1940 that forbids that a major- 
ity of the board of directors of a registered company shall con- 
sist of its regular brokers, or principal underwriters of securi- 
ties, or investment bankers, is aimed at this abuse. The evils 
of permitting the agent for the trust to profit as principal are 
too obvious to warrant further discussion. Better, however, 
than formal stipulations is a record of scrupulous dealing and 
wise management over a period of years. 

Published reports. Formerly many management trusts here 
and abroad did not make public their security portfolios, a 
policy which was defended on the grounds that publicity would 
give away the .results of expensive research. The argument 
overlooked the fact that a mere list of holdings does not indicate 
the statistical or other reason for purchase, nor does it even give 
information about purchases or sales until some time after the 
trust has actually executed its transactions. The danger of 
secrecy was demonstrated early in the history of English invest- 
ment trusts when, during the Baring crisis, some of these trusts 
were used for dumping securities of questionable value. The 
same abuse was widely prevalent among American trusts closely 
affiliated with investment bankers and- explains much of the 
favor accorded the fixed trust. Today most of the important 
investment trusts publish detailed lists of their holdings. All 
investment trusts whose issues are listed on the New York Stock 
Exchange are required to report annually (they usually report 
more often) at least 90 per cent of their holdings, showing the 
names and the quantities of the securities. Without such a list, 
it is impossible to determine break-up, or liquidating, value, and 
to gain any idea as to the recklessness or conservatism of the 
management. All registered investment companies are now 
required to make full reports to stockholders at least half 
yearly. 

In an analysis of investment trust issues, the liquidating 
value constitutes one of the most important factors to be con- 
sidered by the investor. By tracing the liquidating value, which , 
substitutes market for book values in the balance sheet, the posi- 
tion of both prior securities and the common stock can be deter- 
mined in the light of current prices. By comparing the net 
liquidating value of the common stock from period to period, 
appreciation or depreciation carr be watched, and relative per- 
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formance of various trusts and the general market can be studied. 
A measure of common stock performance that would include 
both dividend income and appreciation may be obtained in the 
following way: (1) add dividends to any increase in the com- 
mon stock equity; and (2) subtract any capital paid-in (whether 
stock or surplus). In surplus decreases, a subtraction would be 
made, and any stock retired would be treated as an addition at 
its cost price. When the net result of each year is compared as 
a percentage with the liquidating value of the common stock 
at the beginning of the year, a valuable measure is obtained. 
Sometimes this test is applied to the income and value change 
of the total assets rather than to the common stock value, in order 
to eliminate the effect of trading on the equity, which is discussed 
below as “leverage.” 

For fixed trusts, of course, it is essential that a list of the 
underlying collateral be published. In fact, the only basis for 
value in such trusts is the collateral underl 3 dng the securities 
issued, since management has little relation to the investment. 
Such trusts should be required to state definitely the amount of 
each security deposited as collateral. Furthermore, when sub- 
stitution is permitted, any changes in the underlying collateral 
should be reported at once. 

The leverage factor. The junior issues of investment trusts 
having senior capitalization may appreciate or depreciate more 
rapidly than the market. This condition may be explained in 
part as follows. Suppose a trust is organized with $10,000,000 
in debentures and 50,000 shares of no par common stock worth 
$50 a share, or a total capitalization of $12,500,000. This money 
is invested, and in a period of time shows a net increase, after 
all expenses, of 20 per cent. , The net assets > will then total 
$15,000,000. The holders of the bonds are entitled only to the 
original $10,000,000 which they contributed to the enterprise, 
but the owners of stock now have an equity equal to $5,000,000. 
Thus, while the total assets of the trust have increased only 20 
per cent, the common stock has doubled in value. Had a de- 

” For such a study of portfolio performance of the larger management invest- 
ment companies see articles appearing from time to time in Barron’s, as L. Tom- 
linson, “A Decade of Investment Management,” iTanuary 29, 1940, p. 18, on open 
end funds, and “Closed-end Trusts’ Ten-Year Record,” February 19, 1940, p. 18. 
Also see A E. C. report on Investment Trusts and Investment Companies, Vol. 
II, “The Statistical Survey of Investment Trusts and Investment Companies,” 
76th Cong. 1st. Sess., House Doe. 70 (1939), Chap. VI, “Performance of Large 
Management Investment Companies Proper, 1927-1937 " 
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crease of 20 per cent in the total assets occurred, instead of an 
increase, the equity of the common stockholders would have 
been reduced to zero. It may be noted that the leverage factor 
as applied to investment trusts is but a specific instance of the 
more general case discussed under the subject “Trading on the 
equity." 

A simple measure of leverage is the ratio of the portfolio to 
the common stock equity. Since the claims of the holders of 
bonds and preferred stocks are constant, each dollar of change 
in portfolio value is reflected in the common stock equity value. 
If the portfolio is twice the value of common stock, the liquidat- 
ing value of the latter will move twice as rapidly as the market 
value movement of the former. In the illustration previously 
given, this leverage ratio was five, as may readily be seen from 
a simplified balance sheet. 


Assets Liabilities 

Investments .|!12,500,000 Bonds $10,000,000 

Common Stock 2,600,000 


$12,500,000 $13,500,000 


As the portfolio rises in value, however, and the common 
stock equity grows larger in relation to the debt, the leverage 
declines with the fall in risk. The reverse is also true. At 
times the liquidating value of the common stock may decline 
below zero, and if a recovery were impossible, the stock would 
be worthless. Actually, however, because of the attractions of 
the leverage factor, such stocks very often have a market value 
that will fluctuate with the prospects of a rising stock market. 
The utility of such high leverage stocks, when they are suitably 
supported by a common stock portfolio and sufficient income 
to carry current charges, is obvious during a period when infla- 
tion is threatened. In such a situation the character of the port- 
folio, as weU as the degree of leverage, must be examined, 
^^^uture of the investment trust. The growth of the invest- 
ment trust at home and abroad leaves little doubt as to its 
permanence as an institution of finance. Many trusts have 
failed to meet the expectations of their sponsors. The ultimate 
success of any trust depends largely, if not entirely, on manage- 
ment, and management is a personal element that varies widely. 

The individual investor will find an analysis of investment 
trust securities the more difficult on this account. Management 
cannot be measured and appraised on any purely statistical 
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basis. It is true that an examination may be made of the 
charter and by-laws, or of the declaration of trust under which 
the directors or trustees operate, in order to find what restrictions 
are set forth. Such an investigation, however, can throw but 
little light on the future of the trust, for, with proper manage- 
ment, the fewer the restrictions the better. However, after a 
period of years, management will write a record into its finan- 
cial reports, which can tell much of temperament, integrity, 
and investment ability. 

The ultimate success of the trust will depend, of course, on 
the wise selection of securities. This does not mean that only 
securities of the highest grade should be purchased. There 
would be little profit accruing to a trust which purchased noth- 
ing but United States bonds or high-grade state and municipal 
bonds. The real profits will be made through the purchase of 
securities which, for one reason or another, are selling at prices 
below their actual worth, or which have good possibilities of 
future enhancement. 

The matter of dividend policies also determines in part the 
ultimate success of the trust. The chairman of the Edinburgh 
Investment Trust states that one of the secrets of trust man- 
agement is to allow a portion of the net revenue of the trust 
to accumulate at compound interest.^^ In this way reserves 
are set up to take care of future losses. It is especially necessary 
that this course be followed, for the trust makes an appeal to 
the small investor, who needs safety and who prefers a stable 
dividend rate, although small, to a fluctuating one. However, 
the mutual fund type of trust distributes substantially all of its 
net income each year and so the regularity of its payments 
depends on the selection of relatively stable dividend payers. 

The original charge made against the investor's dollar for 
securing capital for trust operation, the subsequent manage- 
ment charges, and the fiduciary relations with the managers 
that are allowed by the trust indenture should be examined 
before a commitment is made. A trust that has been set up 
primarily to afford a profit to its managers is not likely to prove 
a profitable commitment for the investor. 

The requirements necessary to make a sound investment 
company would include: (1) a charter and by-laws that observed 
sound principles; (2) a capital structure with no, or only a 

^“Robinson, Leland R., British Investment Trusts, United States Department 
of Commerce, 1923, p. 23. 
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prudent proportion of, senior securities; (3) an operating record 
that demonstrated ability to keep expenses at a reasonable level 
and adjust investment policy to changing conditions; and (4) 
adequate publicity in the way of financial and portfolio reports. 
Where any of these conditions are lacking, a speculative situa- 
tion exists which should be avoided by those unable to appre- 
ciate or assume the attendant risk. 
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Investments Secured by Real Estate 


The most common form of security issued against real estate 
is the real estate mortgage. This type of security has been 
known for many centuries. Actual records unearthed in Meso- 
potamia show that as early as 2100 b.c., mortgages on real estate 
were given to secure loans. The basic uses to which land is put, 
the dependence of man on land for meeting his every need, the 
relative stability of values found in land and real estate, except 
in areas where speculation has been overdone, make real estate 
mortgages one of the soundest and most stable of all investments. 

Mortgages may be classified in several different ways. One 
distinction is between mortgages on improved property and 
those on unimproved and unproductive property, although the 
fact that property may be only partially or inadequately im- 
proved sometimes makes such a distinction difficult. The im- 
portant difference is that unimproved property yields no income, 
whereas improved property is capable of producing an income. 
Consequently, the taxes and mortgage interest of the former 
must come from the owner’s resources, while the income from 
the latter takes care of carrying costs. Income-producing prop- 
erty can help to carry expenses if the mortgage is defaulted and, 
in general, such property has a more definite and steady value 
and is more readily marketable. However, where the buildings 
are worn-out and dilapidated the income may be so small and 
uncertain as to make the property unimproved for practical pur- 
poses.^ 

Mortgages may also be classified on the basis of the uses to 


'See also p. 580. 
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■which the mortgaged real estate is put. Property may be farm 
or urban, and the latter may be used for residential or business 
purposes. Residential loans may be on one- or two-family 
houses, or on apartment houses. Business property loans may 
be secured by stores, lofts, offices, garages, hotels, motion picture 
theaters, or even small factories. To be classified as a “real es- 
tate” mortgage instead of an “industrial” bond issue, the prop- 
erty must be small enough and be located where it can find an- 
other tenant or purchaser readily in the event of the insolvency 
of the borrower. 

In general, the owner-occupied home enjoys the greatest favor 
as mortgage security. Such an owner has a strong incentive to 
avoid foreclosure. A sentimental factor, as well as the need for 
shelter, is present. In the case of larger properties, the bor- 
rower is likely to default soon when the rental income becomes 
insufficient to carry the mortgage and other costs. Furthermore, 
the marketability of property diminishes as its size increases. 
On the other hand, the care and expense of handling a few large 
loans is less than for a number of small mortgages. 

While a somewhat higher risk attaches to loans on “special 
purpose” property, such as garages, clubhouses, hospitals, and 
hotels, some borrowers have had a favorable experience with 
churches and small business locations such as garages and laun- 
dries. This experience may reflect special care in the selection of 
borrowers as well as in appraisal of property. The following 
data show a portion of the experience of one mortgage lender : 


PROPORTION OF FORECLOSED AND TROUBLE LOANS BY THE HOME 
TITLE AND GUARANTY COMPANY OF BROOKLYN: 1906-1934* 



Total Amount 

Trouble 

TifiRR 

Type of Security Mortgaged 

of Loans Made 

Ratio] 

Ratio 

Dwellings : 

One-family 

.. . $44,376,000 

4.87 

0.59 

Two-family 

. . . . 26,938,000 

9.68 

1.30 

3- and 4-family 

. . . . 8,902,000 

9.16 

2.30 

6- to 8-family 

. . . . 3,772,000 

10.92 

2.36 

More than ^family 

. . . . 18,102,000 

30.86 

2.72 

Stores: 

Without apartments 

. , . . 2,065,000 

26.82 

6.17 

With 1 to 4 apartments 

. . . . 12,695,000 

16.40 

4.97 

With 5 to 8 apartments 

. . . . 1,561,000 

.32.44 

6.35 

Factories, Laundries, and Warehouses. . . 

. . . . 3,119,000 

4.93 

1.42 

Special Pm'pose (Clubs, Institutions) .... 

. . . . 3,452,000 

32.54 

6.77 

Vacant Land 

. . 4,160,000 

10.46 

1.04 


t Ratio of foreclosed and trouble loans to total loans on same typo of property. 

♦ Source; Lodge, Edgar A., A Mortgage Analysis, 1BOB-S4 (Brooklyn, N. Y.: Home Title & Guar- 
anty Company, 1936.) 
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The relative safety of real estate mortgages has been recog- 
nized and explains why many states have made them legal in- 
vestments for savings banks, trust funds, and life insurance 
companies. Thus Massachusetts and New York both permit 
savings banks to invest up to 70 per cent of their deposits in first 
mortgages on real estate located within the state, such mort- 
gages not to exceed 60 per cent of the value of pledged real es- 
tate. If loans are made on unimproved and unproductive real 
estate, the amount lent thereon must not exceed 40 per cent of 
the appraised value. 

In contrast with the safety of the principal and the income of 
this type of investment, there are certain disadvantages. Mort- 
gages lack marketability and are often in inconvenient denomina- 
tions, which explains their more frequent purchase by institu- 
tional rather than by individual investors. A substantial amount 
of detail is required in supervision. The mortgagee must see to 
it that adequate insurance is kept on the property, that taxes are 
properly paid, and that the property is not aUowed to depreciate. 
There is often some difficulty in the collection of interest. It is 
also necessary to be familiar with property values in the locality 
where loans are being made or to rely on independent appraisals. 

Individual mortgages and mortgage bonds distinguished. 
The real estate mortgage differs but little in its legal detail from 
the mortgage under which mortgage bonds are issued. Since we 
have already discussed at some length the legal aspects of a 
mortgage, it is not necessary to take this matter up again,^ It 
is sufficient to say that the mortgage is really a deed in which a 
conditional transfer of the title to a specific piece of property is 
made as security for the payment of a loan. The mortgagee, 
therefore, holds the legal title to the property, while the mort- 
gagor holds the equity of redemption. In the event of failure 
on the part of the mortgagor to carry out his part of the agree- 
ment, the mortgage is said to be in default. The mortgagee then 
proceeds to foreclose the mortgage.® 


“See Chapter 7. 

“The mortgage, or deed of trust conveying the property to the mortgagee, 
subject to the right of redemption by the mori^agor, is the instrument which 
gives a lien on the property. The note or bond which accompanies the mortgage 
is the promise of the borrower to pay the debt. In New York State the ac- 
companying document is known as a bond. It Consists of three main divisions ; 
(1) the acknowledgment of the debt; (2) the promise to pay; and (3) default 
provisions. 

The deed (mortgage) mu.st be signed by the parties in whose name the prop- 
erty stands, must be acknowledged before a notary (in many states), should be 
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111 the mortgage bond issue, a mortgage is made out to a trus- 
tee, and the promises to pay (bonds) are held by the several 
investors. Instead of taking direct action, as with individually 
owned mortgages, bondholders have to have the trustee act in 
their behalf to enforce mortgage covenants or carry out fore- 
closure. Since such action requires time and expense, the bond- 
holder is at something of a disadvantage as compared with the 
mortgage investor, as will appear more fully in the later discus- 
sion of the former field of investment. The ordinary mortgage, 
such as is found in the financing of homes, will be considered 
first. 

The mortgage agreement. The mortgage terms will include 
the amount of the loan, the times for the payment of interest 
and principal, the rate of interest, the covenants whereby the 
debtor agrees to protect the mortgagee by keeping up repairs, 
paying taxes, and carrying adequate insurance. Failure to abide 
by these terms means default and the right of the creditor to 
seize the property by proper legal steps. The interest rate must 
not exceed the maximum set by law.'^ The actual rate will vary 
from place to place with local lending conditions and, in most 
cities, with the quality or risk factor. After covering certain de- 
tails that go with the making of the mortgage, we shall discuss 
the two most important aspects of mortgage safety, (a) the re- 
striction of the loan to a reasonable relation with the value of 
the property, and (b) the terms of repayment. 

Details in handling mortgages. In practice certain details 
should be attended to at the time the mortgage is taken. The 
absolutely essential details are: (1) fire insurance; (2) title in- 
surance; and (3) registration. 

recorded, and must contain the' release of dower. The note or bond must be 
signed by the borrower, but in most states need not be sealed. Ordinarily it is 
not recorded. Dower has no bearing on the bond, and consequently the wife 
of the borrower need not sign unless she is coowner of the property, in which case 
it is customary to have her join in the bond 
*Many states have usury laws specifying the rate of interest which may be 
charged on loans to individuals. The stated rate of interest in the loan does 
not always equal the elective rate to the investor because the mortgage may be 
acquired for less than its face value. The real test is: Will the contract, 
if performed, result in the lender’s receiving a rate of interest greater than 
that allowed by law, and is this result intended? Usurious contracts are void 
and unenforceable in some states. In other states a usurious contract may bo 
enforceable up to the legal rate of interest. It is veiy important, therefore, that 
the investor acquaint himself with the usury laws o'f the state in which he pro- 
poses to take mortgages of this kind, to see if they conflict with such laws. 
Corporation borrowers cannot plead usury. In some states there are exceptions 
to usury laws in the case of specified types of loans. 
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Fire insurance. A suflSlcient amount of fire insurance should 
be placed on the property to protect the mortgagee. Where the 
mortgaged property consists of land only, fire insurance is not 
necessary. In other cases it is customary to require policies with 
approved companies at least equal to the amount of the mort- 
gage; otherwise the mortgagee is liable to suffer a serious loss 
in the value of his underlying security. Generally somewhat 
more is required to cover possible delinquent interest or possible 
outlays, as for taxes, that the mortgagee may have to make to 
protect his loan.® Fire insurance policies should be held by the 
mortgagee, and attached thereto should be a mortgagee’s clause, 
properly assented to by the company issuing the policy, in which 
the mortgagee is accepted as beneficiary to the extent that his 
interest may appear under the mortgage.® 

Search and insurance of title. It is also important that the 
mortgagee be assured that his debtor has a proper title to the 
property in question. This matter may be determined with 
reasonable accuracy by a lawyer’s examination of the records at 
the registry office at which title history of the given land is 
kept. Such an examination will show whether the mortgagor 
has a clear title, and what liens, if any, are registered against 
the property. The lawyer’s search will probably reveal any ob- 
vious defects in the title, but is by no means always adequate. 
It is far better, where it is possible, to have the title insured by a 
reputable title company. Such companies issue title policies not 
only to mortgagees, insuring their interest in the title, but to- the 
owner as well. 

It is customary for such companies to guarantee: (1) that the 
title is marketable; (2) the exact condition of the title in respect 
to other lien,s; (3) that all costs in connection with litigation over 
the title have been paid; and (4) that the title company will pro- 
tect against any loss which may arise from a defect in the title. 
The fees charged by such companies are nominal and are paid 
once azid for all when the policy is issued.'^ The mortgagor is 

' Some lenders require insurance up to the full value of the property, although 
the mortgage may be only 60 or 70 per cent of such value. This requirement 
might be essential where the policy contains a coinsurance clause. For a descrip- 
tion of coinsurance, see Riegel, Robert, and Loman, H. J , Insurance Principles 
and Practices CNew York: Prentice-Hall, Inc., rev. ed., 1929), p. 367. 

"See ibid., p, 304, for a description of the special advantages of the standard 
mortgage clause. 

'The customary fees for a single policy are one half of one per cent of the 
face value of the policy plus a base fee of $15 on all policies under $40,006. 
For each $1,000 over this amount, the fee is $2.50, per $1,000, Where the title 
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customarily required, when applying for the mortgage, to agree to 
furnish a title policy, or to pay the necessary legal fees in con- 
nection with a title examination. 

In some states the Torrens certificate, which is a guaranty 
policy issued by the state, is increasing in popularity. Because 
these certificates are issued by the state, whose laws govern title, 
an absolute and undefeatable title is created for the persons to 
whom they are issued, once legal formalities have been complied 
with, whereas the title insurance policy of the private organiza- 
tion merely indemnifies against money loss up to the amount of 
policy in case any flaws in the title should appear. 

Registration. As soon as the mortgage is executed and passed, 
it should be recorded. This registration customarily takes place 
at the county clerk’s office in which the land records in question 
are kept. For this reason many mortgage transactions are con- 
summated at this office, in order that the registration may be 
effected at once. Failure to record a mortgage does not make it 
invalid, it is true; but such failure cannot be held against a third 
person who subsequently acquires a claim on the property, on 
the assumption that there was no other lien. In other words, 
assume that individual A has an unrecorded mortgage on a cer- 
tain piece of property now owned by B. Although B is fully 
aware of A’s mortgage, he decides to execute another mortgage 
to C. C, having no personal knowledge of A’s mortgage, exam- 
ines the records and finds them clear; he then takes another first 
mortgage on B’s property, which he immediately records. B 
then becomes bankrupt, and A finds out that another first mort- 
gage has been placed on the property and has been properly 
recorded. His mortgage becomes, in effect, a second mortgage. 
It is true that B acted fraudulently, but this fact is of no finan- 
cial aid to A if 5 is insolvent. A, in fact, suffers from B’s fraud 
because of his own neglect in not recording his mortgage. 

Importance of appraisal methods. Up to this point matters 
of detail that should be borne in mind when investments in 
mortgages are made have been considered. Important as such 
details are, they do not involve the fundamental elements of 
risk to be found in real estate mortgage investments. The first 
investment risk, at least from the standpoint of importance, 
lies in the appraisal, on the basis of which the loan is made. It 
. is customary for savings banks to loan up to 60 per cent of the 

company places the loan, the cost of the policy is usually included in the bonus 
with which the borrower is charged for executing Uie mortgage. , 
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appraised value of urban property. In the case of farm loans 
the mortgage is usually restricted to 50 per cent of the value of 
the land and 20 per cent of the value of the improvements. 
These limits may be considered as conservative. Nevertheless, 
some institutions make loans up to two thirds of the value of 
the property. Savings and loan associations, which for the 
most part loan on residential properties occupied by the owner, 
are permitted in some jurisdictions to grant mortgages up to 
75 per cent of the value of the property. Federal savings and 
loan associations also are permitted to lend up to this limit. 
However, these associations require borrowers to pay off these 
loans on a monthly repayment plan that amortizes the whole 
loan over a period that until recently ran approximately twelve 
years. 

Appraisal of real estate for mortgage purposes: general. 
Appraisals that are made for mortgage purposes should center 
on market values. If the mortgage is to give proper security 
to the mortgagee, the underlying property must have a market 
value in excess of the amount of the loan. It may be argued 
that so long as the derived net income of mortgages on income- 
producing properties is sufficient to pay expenses, interest and 
amortization, market value is incidental. The answer is that 
if the income honestly derived from the property is sufficient 
to meet these requirements and is permanently established, the 
property will have a value equal to or in excess of the amount 
of the loan. But cases have been known where temporary 
“dummy" tenants, who pay exofbitant rent to supply a fictitious 
value for financing purposes, are put in occupancy. Again, 
during a period of housing shortage, rents may be forced tem- 
porarily to a high level so that they may appear to justify a 
market value considerably in excess of replacement costs. Such 
values, even when established by actual sales of property, 
should be checked with care. 

No single method of appraising real estate for mortgage pur- 
poses can be established that will be correct for all the different 
kinds of real property. For example, the value of store prop- 
erty is often computed on the basis of gross rental; office build- 
ings, as well as some of the larger apartment houses, are ap- 
praised on the basis of net income; whereas unimproved land 
may have no present income at all. Single-family houses of 
the better type are almost invariably purchased and held for 
residential, not for rental, purposes; consequently, they are 
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not readily subject to the income test of value. The science of 
appraisal is indeed a subject by itself, and all that we can do 
at this point is to indicate in a general way some of the appraisal 
methods in common use.® To arrive at a valuation various 
methods are used: (a) comparison with the prices at which sim- 
ilar properties are being sold currently, (b) cost of replacement 
with allowance for depreciation, and (c) capitalization of rentals. 

Appraisal of residential property: comparison of sales prices. 
The simplest method of appraising residential property is that 
of inspection and price comparison. That is, the appraiser 
inspects the property, notes its general characteristics, and com- 
pares it with other property similarly situated and constructed 
which has recently been transferred, or which is on the market 
at the time the appraisal is being made. Eeal estate firms that 
operate in the area in which the property is located generally 
have a record of sales of similiar property. Where no actual 
sales records are available, it is often possible to approximate 
the sales price by reference to the revenue stamps put on the 
deed of properties that have recently been sold. 

There are serious objections to this method of appraisal, 
however, in that no means are provided for an accurate check 
■on all the various items of value that go into the building. For 
instance, the size of the building, the number of rooms, the 
room layout, the architectural plan, the style of plumbing, the 
kind of wood used for flooring, the type of heating plant, the 
roof, the dimensions and location of the lot, the nearness to 
undesirable structures, the age of the building — these, among 
other matters, all have their effect on value. The problem of 
the appraiser is to give proper weight to all these factors. 

Separate appraisal of land and buildings. A more refined 
method of appraising residential property, therefore, begins 
with an analysis of land value, to which is added the cost of 
constructing the improvements less proper depreciation for age 
and obsolescence. The most accurate basis for land valuation 
in such cases is the record of recent transfers of land in the 
neighborhood in question, with proper adjustments for corner 
locations, and for other special factors that may be involved. 
Land for residential purposes may be valued on a square foot 
or a front foot basis, although more commonly the front foot 

“For a detailed treatment of the subject of real estate appraisals, see Babcock, 
Frederick M., The Valuation of Real Estate (New York: McGraw-Hill Book 
Co., 1932). 
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basis is used, and proper correction is made for variations in 
depth and nearness to corners. 

There are a number of tables that are commonly used to 
make adjustments for variation in the depth of lots. In New 
York, the Davies rule or the Hoffman-Neill tables are frequently 
employed. In Cleveland, the Somers table prevails. In fact, 
there is a slight adjustment in the tables used in different sec- 
tions of the country to take care of variations in local customs.® 

Lots situated on a corner, or one lot in from the corner, are 
generally more valuable than lots situated in the middle of the 
block. The customary rule is to add to the value of a standard 
lot facing a particular street an additional 60 per cent to deter- 
mine the value of a corner lot. This rule applies more particu- 
larly to lots used for business purposes than to those used for 
residential purposes, although corner locations are often more 
valuable for residential purposes than are interior lots. The 
added value in such cases will depend on the local situation, since 
there is no general rule for determining the added allowance to 
be made. 

The matter of plottage value must also be considered in locali- 
ties that are especially adapted to apartment houses or to large 
office or commercial buildings. In such areas a single 50- or 
100-foot lot may be inadequate for the erection of the best- 
adapted strricture. Two, three, or more lots must be combined. 
By reason of the fact that, in such localities, the larger area can 
be developed or improved to better advantage, there is an added 

” The reader will find complete tables as used in different localities in Babcock, 
Frederick M., Real Estate Appraisal (New York: The Macmillan Co., 1926), 
Chapter XII. The following portions of the Danes, Hoffman-Neill, and Somers 
rules are given for illustrative purposes: 

DEPTH TABLES* 


Dames Ride, Hojfnum-N eill, Somers Rule, 
Depth in Feet New York New York Cleueland 

90 .93849 .94 .9560 

95 96921 . . . .9785 

. 100 '.99917 1.00 1.000 

106 1.02841 ... 1.0208 

110 1.05698 ... 1.0400 


Let us assume that the lot to be appraised has a depth of 90 feet and a width 
of 60 feet, and the front foot value of standard lot is $100. If our lot were stand- 
ard — that is, 100 feet in depth— its value would be $5,000. The depth being 
only 90 feet, however, its value according to the Davies rule would be $5,000 X 
.93849, or $4,692.46. Based on the Hoffman-Neill tables, its value would tje 
$4,700, and on the Somers table, $4,780. 
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value when lots of suitable size are combined into a parcel. 
Where there has been a successful grouping of small lots in this 
way, it is customary to appraise the aggregate area by adding 
to the total of the values of the individual lots a percentage, 
usually 10 per cent, in order to arrive at the value of the larger 
plot. 

The process of assembling lots may also create a sort of 
“nuisance” value for one or two of the individual lots in the area 
of proposed plottage. Thus, where an operator or builder has 
acquired all but one, or possibly two, of the individual lots 
necessary for the erection of a properly planned building, he may 
be compelled to pay a higher price for the remaining parcels. 
Although such value is often created in situations of this kind, 
it is dangerous to use it extensively as a basis for mortgage loans, 
for, in the event of a change in the builder’s plans, there may be 
a collapse in this so-called nuisance value. 

Methods of appraising buildings. The next step after the 
land has been valued is to value the improvements thereon. 
Here the appraiser must concern himself with the suitability of 
the improvements for the location. Where the land and the 
improvements thereon bring a maximum rent, or, in the case 
of residential land, where the type of building (considering cost, 
architectural layout, and nature of structure) is adapted to 
the lot, the land is said to be adequately improved. Where 
the land is adequately developed — ^that is, where the best- 
adapted structure is on the land — it is safe to add to the land 
value the estimated cost of the structure less depreciation. 

Where the land is not adequately improved, it is necessary 
to estimate the total value of the land and buildings combined 
by a comparison of the sales prices of other property in the 
vicinity, or by the capitahzation of the inconqe from the prop- 
erty. The value of the buildings, independent of the value of 
the land, may then be determined, if desired, by subtracting 
from the total value the independent value of the l&nd. 

In determining the value of the structures on the basis of 
construction costs, the appraiser usually works from some unit 
base, such as the square foot of floor area or the cubic foot of 
content. The construction cost per square foot of floor area or 
cubic foot of content will vary for residential properties within 
certain limits, as indicated in the illustrative figures for the year 
1936, on page 581. 

Having prepared the measurements of the building, the ap- 
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praiser, to arrive at a total cost, must determine the gralde of 
construction, select the proper unit cost, and multiply the 
total cubic content or square foot area by this cost. If the 
building is over a year or two old, he should deduct deprecia- 
tion from the results obtained above. Prom the limits set in 
the table costs will vary with the community being studied and 
with changes in the level of prices of construction material and 
labor from year to year. 

CONSTRUCTION COSTS, RESIDENTIAL PROPERTY: 1936 


Square Foot Cubic Foot 

Type of Structure Costs Costs 

Frame, Low-Grade, 1-, 2-, or 3-Pamily . ,$4.00-15.00 20f!-24f' 

Fi'ame, Medium Construction, 1- and 2-Faniily. . . 5.00- 5.75 24 -28 

Frame, Medium Constraction, Single Family . . . 6.75- 6.60 28 -32 

High-Grade Frame, Single Family . 6.60- 8.00 32 -40 

Brick Veneer, Single Family . . .' .... 6.00- 7.00 30 -38 

Brick Apartments, Low- to Medium-Grade 6.00- 7.00 25 -38 

Brick Apartments, High-Grade 0.75-10.00 38 -60 

Brick, Single Family, High-Grade 8.50-12.00 42 -64 


Appraisal by means of capitalizing rentals. Where residen- 
tial property is rented, or where it is of such character that it 
may be rented, appraisal may also be made on a rental basis. At 
the present time, it is customary in many communities to 
appraise strictly residential property — such as one-, two-, and 
three-family houses, where no collateral service such as heat or 
janitors is furnished — at 100 times the monthly rental, or at 
8.33 times the annual rental. This method is equivalent to 
that of capitalizing gross rentals at 12 per cent. For new 
structures, where repairs and upkeep are low, a 10 per cent rate 
of capitalization is sometimes used. The rate to apply in a 
given case, however, will depend largely on local conditions. 

For apartment properties, where heat and janitor service are 
furnished, it is necessary to use a higher rate of capitalization. 
A rate between 15 and 20 per cent is customarily used in such 
cases to capitalize the annual gross rental into a value. This 
apparently larger return merely gives weight to the added 
expense of furnishing heat, janitor service, and sometimes 
refrigeration, gas, telephone, and elevator service. 

The use of the capitalization method for appraising prop- 
erty is not recommended as highly accurate. In the first place, 
old structures may rent at relatively high figures in relation to 
market value because the buildings may be almost worthless. 
Furthermore, it is necessary to make proper adjustments for 
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vacancies and for loss in collections in arriving at gross revenues. 
The capitalization method of appraisal in respect to real estate 
is recommended as a check rather than as a definite and inde- 
pendent ]nethod, except where other means of ascertaining 
values are lacking. 

Analysis of appraisal card. Figure 19 was designed for use 
in appraising residential and apartment house properties for 
loan purposes. It is aimed not to provide for a complete analy- 
sis but rather to suggest a method for recording and weighing 
the more important factors that should be considered by the 
appraiser when making valuations for mortgage purposes. 
(See page 583.) 

It will be seen that provision is made here for three bases of 
appraisal. It is always possible, in the case of new properties 
that are adapted to the land on which they are built, to work 
out the appraisal on two bases, and, where the property is 
rented, to use the capitalization method as well. Under the 
floor area basis, the appraisal card provides for a somewhat 
more detailed analysis than was 'previously suggested, in that 
the structure is valued without taking into account heating 
plant and bathrooms. An allowance, which is added to the 
total figure, is then made for these items. Where this proce- 
dure is followed, a slightly lower unit square foot basis may be 
used than is otherwise customary. In this way, special consid- 
eration can be given to the presence of oil burners, tiled bath- 
rooms, extra bathrooms, and other unusual features which would 
tend to modify the usual, or average, unit values. 

Appraisal of business property. The valuation of business 
property is a profession in itself and should be undertaken 
only by one who is thoroughly familiar with the locality in 
which the appraisal is being made. The basic principles, how- 
ever, are much the same as those used for residential property. 
Where the site is adequately improved, it is possible to find 
the combined value of the property by appraising the land 
according to sales of similar lots in the neighborhood, and to 
add thereto the cost of the building less depreciation. As a 
check against the results obtained by this method, it is possible 
to capitalize rentals, both gross and net. Store properties in 
growing localities generally sell for from 8 to 10 times their 
gross rentals; loft buildings, from 6 to 7 times their gross rentals; 
and high-grade ofl3.ce buildings, on about the same basis as loft 
buildings. High-grade business property sells from 15 to 25 




Figure 19 — Specimen Form of Real Estate Appraisal Card. 
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times net rentals, depending on the rapidity of community 
growth and the chance for capital gains in land values. 

Where the property is inadequately developed, a different 
problem is involved. It may be possible to capitalize the income 
of the property in order to ascertain its value, but the capital- 
ized value should more than equal the land value. Otherwise, 
the present structures must be considered as being so poorly 
adapted to the site as to be worthless. In such a case, unless 
the existing buildings can be materially improved, it would be 
profitable to tear them down and erect new ones that better 
utilize the land. Where this situation exists, the prospective 
mortgagee should consider only the land value present. 

Because of the experience and care required to make an accu- 
rate appraisal of business property, the investor who contem- 
plates loans of this character will do well to employ the services 
of a reputable and conservative firm, familiar with local values, 
and to rely on the report of such a firm. 

Unreliability of tax values. The tax value of property rarely 
has any significance in real estate appraisals. The procedure 
followed by assessors in valuing property varies' in different 
cities as well as in the same city at different times. It fre- 
quently happens that the amount of tax which a municipality 
pays to the county or the state in which it is located depends 
on the relation that its total assessed valuation bears to the total 
for the county or the state. Accordingly, the local assessors are 
inclined to assess property within the local area at from 50 to 75 
per cent of its true value, and to raise the local tax rate in pro- 
portion. The local property owner pays no greater total 
amount, and the city's contribution to the county or the state 
is correspondmgly reduced. 

However, assessed valuations actually exceed 100 per cent 
in some communities because of the pressure to raise revenue 
and a need to hold the tgx rate below a legal limit. 

Margin of safety. Mortgage loans might be made for 100 
per cent of the value of the property or even more without loss 
if the personal credit of the owner-debtor were adequate. How- 
ever, so long as the real estate is to be the primary basis for the 
loan, some margin must exist between the value of the property 
and the amount of the mortgage. Factors that make such a 
margin of safety essential are: (1) errors in valuation, (2) costs 
of selling property in the event of foreclosure, (3) items that 
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will probably add to the debt in the event of trouble, such as 
delinquent interest and taxes, and (4) foreclosure costs. (1) 
Since valuation is a matter of judgment, market value may turn 
out to be somewhat more or less than such an estimate no matter 
how carefully the appraisal is made. Some institutional ap- 
praisers deliberately set their valuation below what they regard 
as probable market value to cover this range of error and to 
allow for a “forced sale,” that is, a sale on which price is cut 
below what might reasonably be realized in time by waiting for 
a suitable and willing purchaser instead of by an immediate sale 
for whatever can be obtained on short notice. (2) In order 
to sell foreclosed property, the mortgagee will have to pay a 
sales commission, which will run at approximately 5 per cent 
in the case of average single family dwellings. (3) Whenever 
a loan becomes delinquent, certain expenses, notably interest, 
taxes, and maintenance, usually accumulate before the mortga- 
gee is able to realize upon the foreclosed property. These 
expenses accumulate not only up to the time of admitted default, 
but during the subsequent period in which legal action to fore- 
close is being taken and sometimes during whatever period the 
mortgagee is given to redeem his property. Since most persons 
desirous of acquiring property do not care to invest in real 
estate subject to redemption, the mortgagee generally finds it 
necessary to take over the property at the time of foreclosure 
and hold it until the redemption period has elapsed. For this 
reason and the fact that delays are opportunities for price de- 
clines, a long period of redemption makes additional risk for 
lenders. (4) Foreclosure expenses vary greatly from state to 
state and constitute another item to absorb a part of the pledged 
security.^® 


“For the Home Owners’ Loan Corporation experience of foreclosure costs 
and the time required to complete the process, see “Mortgages and Foreclosures," 
Federal Home Loan Bank Review, November, 193T, pp. 40-45. At one extreme 
stood Illinois, where it cost over S300 to foreclose a $6,000 mortgage and took 
over 1% years to complete acquisition of the property, so that as a result of 
loss of interest, accruing taxes, insurance, and depreciation, the total costs 
amounted to about one fourth of the mortgage. The writer concludes: “It is 
obvious that in this state a lending institution which loans for more than 65% 
of the appraised value of the securing property has inadequate protection.” In 
Massachusetts foreclosing costs were about $30 and the process only two months, 
.so that total costs ran only 3 per cent of the mortgage. 

For further data see Seventh Annual Report Federal Home Loan Bank Board 
(1939), pp 134-135, 215'-219. 
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This abbreviated review of the items that make a margin of 
safety necessary indicates why the' permissible maximum should 
vary from state to state and under diverse lending conditions. 
It also shows the reasons why high percentage loans are certain 
to cause investment losses. 

Some would add to this list the need for protection against 
decreases in the value of the security. Prior to the depression 
of the early 1930’s, many institutions made short-term mortgage 
loans with no provision for amortization, so that the margin 
had to protect against price declines. The recent tendency 
has been to switch to amortized loans, made popular by the 
savings and loan association. These loans, running from 10 to 
25 years, usually provide for complete repayment over the life 
of the loan. If the original loan is adequately margined, pro- 
tection against shrinkage in the value of the pledged real estate 
may be cared for by debt retirement, which will be discussed 
after a survey of the factors that cause property to decline in 
value. 

Causes for declines in real estate values. The more impor- 
tant general causes for the decline of real estate values may be 
listed as follows: 

1. Depreciation and obsolescence. Depreciation is custom- 
arily computed on the basis of the expected useful life of the 
building. Thus, in the case of single-family dwellings, frame 
structures are usually estimated to have &• life of from 35 to 50 
years and brick and stone from 50 to 100 years. Actually, many, 
if not most, buildings would have an indefinite life through 
continuing repair and upkeep, if it were not for obsolescence, 
that is, inadequacy because of style change, or failure to meet 
changing improved standards of design, or similar reasons. 
Therefore every depreciation rate assumption for buildings 
assumes reasonable upkeep but contains an indeterminate mix- 
ture of obsolescence. This latter factor has been particularly 
important in causing the retirement of commercial structures in 
American cities. Depreciation- and obsolescence are often evi- 
denced by rents that have declined to a point where they fail 
to, or little more than, cover running expenses, so that the 'build- 
ing has lost its investment, or economic, value. 

2. Neighborhood changes. The neighborhood in which the 
property is situated may deteriorate. This possibility is one that 
should be carefully noted at the time the mortgage is taken, 
for values may be rapidly affected by the introduction of stores 



INVESTMENTS SECURED BY REAL ESTATE 


587 


or factories into a residential section, by changes in the character 
of the population, by changes in the means of transportation, or 
by the opening up of new residential areas so that old ones lose 
their attraction. 

3. The business cycle. Another type of risk to which the 
mortgagee is subject arises from the fluctuations of the business 
cycle. Alternate periods of good and poor business will be 
reflected in the activity of the real estate market and the prices 
at which property sells. During good times sales will be numer- 
ous and values will be firm or rising, while the reverse will be 
true in times of depressed business. The volume of building 
will also tend to vary with the cycle. A strong tendency exists 
to overbuild during periods of easy money and advancing prices, 
which makes it necessary for the investor in mortgages to follow 
carefully the trend of economic conditions. Appraisals should 
be made on a more conservative basis and loans restricted during 
the later stages of a building boom. It is particularly true at 
such times that the older buildings represent the poorest types 
of property on which to lend, because of the rapid depreciation 
in value caused by the competition of modern structures. Tor 
this reason the most conservative real estate mortgages are 
those secured: (1) by new residential property with modern 
conveniences, situated in a well-adapted neighborhood; (2) 
by up-to-date apartment houses, well constructed and well situ- 
ated; or (3) by modern business structures on sites that are 
well adapted to their intended use. 

4. Price level movements. Closely related to the business 
cycle, but nevertheless a factor requiring separate considera- 
tion because of its occasionally independent movement, is the 
general price level. Its importance lies in its relation to the 
prices of materials and wages which make up building costs. 
In addition to the fact that declining prices tend to depress 
general business activity and consequently the ability of ten- 
ants to pay rent, they make it possible for buildings to be- 
replaced more cheaply and so reduce the security behind mort- 
gages generally. 

Construction costs ordinarily move in the same direction as 
general prices, but somewhat more slowly because of the sub- 
stantial wage factor. Some idea of the relative importance 
of changing construction costs may be obtained from the fol- 
lowing table of index numbers: 
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COST OF BUILDING INDEX NUMBER, 


1914 89 

1915 93 

1916 130 

1917 181 

1918 189 

1919 198 

1920 251 

1921 .,..- . . 202 

1922 174 

1923 214 


♦‘EnRinoeriiig News llecord. 


(1913 = 100 ) 

1924 215 1934 ..,. 

1925 207 1935 ... 

1926 208 1936 .... 

1927 206 1937 .... 

1928 207 1938 .... 

1929 207 1939 

1930 203 1940 

1931 181 

1932 151 

1933 170 


198 

195 


200 
235 


236 


236 

242 


Methods of safeguarding mortgage loans. The first step in 
safeguarding a mortgage loan lies in a program of debt repay- 
ment that will maintain at least the original safety margin by 
reducing the mortgage at as rapid a rate as the value is likely 
to decline, A number of the potential value-reducing factors 
just outlined are uncertain. Depreciation alone partakes of the 
inevitable. Loan amortization must at least equal this latter 
factor. Unless the original margin was more than was neces- 
sary, some additional amortization is desirable to cover the less 
predictable possibilities. A rate of 4 or 5 per cent per year 
would probably be regarded by conservative lenders as mini- 
mum for any save loans that had excess margin initially. The 
need for amortization, then, will vary with original margin of 
protection, the age and type of building, the outlook for neigh- 
borhood changes, business conditions, and construction costs. 

In order that the rate of loan reduction under various com- 
mon loan plans can be studied, the accompanying table and 
Figure 20 show several arrangements: (A) a loan for eleven 
years and seven months at 6% interest, and 4%% loans running 
for (B) 15, (C) 20, and (D) 25 years. In all of these plans the 
monthly payments consisting of interest plus principal are equal 
over the whole period. The first (A) and shortest period was 
substantially that used by many savings and loan associations 
prior to the advent of the F.H.A. loan (1934), which will be 
discussed shortly. The borrower paid one per cent each month, 
and with interest at 6 per cent per year his debt was reduced 
6 per cent during the first year. As the principal was reduced 
(he interest decreased and the portion of the monthly payment 
devoted to principal reduction grew. The similarly arranged 
plans for 20 (C) and 26 (D) year loans at 4% per cent interest 
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represent the conditions of maximum maturity for F.H.A. loans. 
'Although the borrower averages 4 per cent per annum on prin- 
cipal with the 25-year loan, the equal payment arrangement 
results in the amortization averaging only 2.4 per cent in the 
first five years. 

PERCENTAGE OF ORIGINAL LOAN UNPAID UNDER 
SEVERAL EQUAL MONTHLY PAYMENT PLANS 


At end of 6% 4H% 414% 

year 11 ijrs. 7 mo. 15 years 20 years 26 years 

1 93.83 9S.22 96.84 97.78 

2 . 87.28 90.23 93.63 95.46 

3 80.33 85.00 90.07 93.04 

4 72.96 79.53 80.46 90.50 

5 65.12 73.81 82.68 87.84 

10 18.07 41.04 60.99 72.64 

15 ... 0.00 0.00 33.84 53.69 

20 ... 0.00 29.76 

26 . .. .. . . O'OO 



A = 11 yr. 7 mo.— 6%; B = 16 yf.— G = 20 yi'.— 4M%; D = 25 yi-.— 4J^%. 

' , Horizontal rulings at 5% intervals. Annual vertical rulings 

Figure 20 Percentage of Loan Unpaid at End of Each Year, Combined Monthly 

Payments of Principal and Interest Being Constant. 

It is also important that an annual check be made to see 
that all taxes and local assessments are properly paid. Such 
obligations constitute a prior lien on the property, preceding 
even the first mortgagee’s claim. In most states real estate 
can be sold for unpaid taxes after legal notice of the proposed 
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sale has been given; but the owner or mortgagee is given a 
period in which to redeem by payment of the tax plus addi- 
tional expenses. In order to prevent such a sale, the mort- 
gagee should make an annual check to be sure that taxes have 
been properly paid.^^ He may make such a check by requiring 
the mortgagor to show his tax receipt at the time of his interest 
payment following the assessment of taxes or by checking with 
tax collector’s records. 

It has already been suggested that the mortgagee should keep 
in his possession adequate fire insurance on the property to 
cover his mortgage, and that a suitable mortgage clause should 
be indorsed on all policies. It is necessary to keep an adequate 
record of this insurance in order to guard against any lapse in 
the policies. This check is usually made by means of a tickler 
file, in which a notice is placed for each mortgage, showing, in 
the order in which they require attention, the dates at which 
any of the policies held in connection therewith expire. 

Second mortgages. Second mortgages on improved urban 
real estate were formerly common in certain sections of the 
country. Their use and popularity have fluctuated with condi- 
tions of the real estate market. Their investment attraction 
lay in their high yield, but their subordinate position made thfem 
subject to the considerable risk of total loss in the event of 
trouble. They were customarily taken by a vendor of a prop- 
erty, often a speculative builder, when the buyer made so small 
a down payment that the conventional first mortgage would 
not finance the balance. In such cases a second mortgage would 
be given to make up the difference.^^ Since usury laws generally 
limited the rate of interest, the seller would make the price of 
the real estate sufiiciently high so that he could afford to sell 

“In some localities it is customary for the tax collector to notify the mort- 
gagee in writing of his intention to sell the property, thus giving the mortgagee 
an opportunity to pay the tax and start foreclosure. In other oases legal notice 
of the proposed sale consists of newspaper advertising and the posting of a 
notice of sale at some public place. 

“Another device was the “split mortgage.” A single large first mortgage, 
say for 75 per cent of the purchase price, was given by the purchaser of a home. 
An amount equal to 60 per cent was then sold to a conventional investor and 
the 16 per cent balance retained by the original mortgagee, usually a mortgage 
or finance company, which subordinated its portion of the loan to that sold. 
With an interest rate of six per cent on the total mortgage, the rate paid to the 
holder of the preferred 60 per cent might be 6% per cent, leaving a balance 
considerably in excess of the nominal 6 per cent for the holder of the sub- 
ordinated portion, which latter would presumably be amortized over a short 
period. 
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the second mortgage at a discount which would raise the yield 
to a level commensurate with risk. Or, if the borrower dealt 
directly with a mortgage house, substantial commissions might 
achieve the same end. Total costs often ran to 15 and 20 per 
cent per annum. This total included the gross profit of the 
mortgage broker and a yield to the investor of from 8 to 10 per 
cent. However, such loans were only for a fraction of the total 
borrowing and were ordinarily amortized over a three- to five- 
year period. 

With the introduction of Federal Housing Administration 
insured loans, which permit mortgage loans to run as high as 
80 and 90 per cent of the value of the property and prohibit the 
simultaneous use of a second mortgage, the latter has tended to 
disappear from the home finance field. 

Federal Housing Administration insured loans. Under Title 
11 of the National Housing Act (1934), a plan of mortgage insur- 
ance was created for one- to four-family houses. The insurance 
is available only for mortgages made by approved lending insti- 
tutions. These are for the roost part life insurance companies, 
savings and loan associations, banks, both savings and commer- 
cial, and mortgage companies. Mortgages are eligible if they 
meet the standards of the Federal Housing Administration and 
are not for more than 80 per cent of the value of property nor 
more than $16,000. These loans must be completely amortized 
over a period of not more than 20 years. Newly constructed, 
owner-occupied homes of smaller value are permitted even 
easier terms.^® Mortgages on new houses may run to 90 per 
cent of the valuation where valuation does not exceed $6,000 
or may be for 90 per cent of the first $6,000 of value plus 80 
per cent of the balance of properties worth from $6,000 to 
$10,000. Such 90 per cent loans may run for a maximum terra 
of 25 years instead of 20 years. The statistics of operation pub- 
lished by' the Federal Housing Administration show that the 
bulk of the mortgages insured have been made either at, or 
very close to, the most lenient terms permitted. 

'"To aid in the financing of housing for workers in expanding defense indus- 
tries, Title VI permits 90 per cent mortgages to builders who may either rent or 
sell the property. These loans have a maximum term of 20 years and are limited 
to $4000 for a single family up to $10,500 for a fpur-family dwelling. Other 
requirements differ in detail from those for standard loans. They are restricted 
to areas in which the President finds that “an acute shortage of housing exists 
or impends which would impede national defense activities" and where there 
is a reasonable assurance that a permanent need for the dwellings will exist after 
the emergency has passed. 
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All loans made are repaid during the life of the mortgage on a 
monthly repayment plan under which the sum of the interest 
and principal makes a constant total each month. The bor- 
rower is also required to deposit an amount each month to cover 
property insurance and taxes. Originally, the maximum inter- 
est rate was set at 5% per cent but this rate has been reduced to 
4% per cent (since 1939), although some lenders make a rate 
slightly lower. In addition to the interest, the borrower is cur- 
rently obligated to pay a mortgage insurance premium equal to 
one half per cent per annum of the unpaid principal. 

These mortgage insurance premiums are paid into the Fed- 
eral Mutual Mortgage Insurance Fund. Until 1940, the operat- 
ing expenses of this fund exceeded income, which consisted 
chiefly of msurance premiums and appraisal fees, so that the 
fund was made up of allocations of capital from the Reconstruc- 
tion Finance Corporation. If an insured mortgage is defaulted, 
the mortgagee forecloses and turns the property over to the 
administrator of the fund, who issues debentures that run for a 
period longer than the mortgage.^ The Federal Government 
has agreed to guaranty these debentures and so, in effect, stands 
behind the insured mortgages. 

However, the fund is permitted to issue debentures only up 
to $75 or 2 per cent of the unpaid mortgage balance, whichever 
is less, for foreclosure costs incurred by the mortgagee. In view 
of the high foreclosure costs in certain states, such as Illinois 
and New York, losses equal to a substantial percentage of the 
loan are possible. It is true that a certificate of claim is issued to 
the mortgagee for expenses incurred in connection with fore- 
closure that are not covered by debentures. Such certificates 
are paid out of any “profit” realized upon the sale of property. 
In view of the slender original margin of protection and the 
slow amortization of principal, the certificates are likely to have 
value only in rare cases. 

Under Title I of the same act, low cost housing was encouraged 
by offering mortgage insurance up to $2500 for loans running up 
to 16 years with down payments as low as 5 per cent of the valua- 
tion of land and improvements. Under another section (207) 
of the act, insurance, to be handled by a separate fund, was insti- 

” Debentures cover principal on the date foreclosure proceedings are instituted 
plus payments for taxes and hazard insurance. They are dated and bear interest 
from the date foreclosure begins. Currently, they pay 2% per cent interest 
and enjoy certain tax exemptions. 
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tuted for large-scale rental housing projects, A loan, in order 
to be eligible, must not exceed $5,000,000, nor $1,350 per room. 
These loans are not to exceed 80 per cent of the valuation of 
the mortgaged property and must provide for amortization 
over a period set by the administrator. The most frequent 
term has been 26^/^ years, and after August 1, 1939, the interest 
rate was set at 4 per cent. 

Originally, this F.H.A. plan of mortgage insurance was initi- 
ated to stimulate construction during the depression. How- 
ever, the expiration date for its provisions was extended from 
time to time. Because such easy financing makes for real 
estate and building activity, various groups are intent upon 
making the institution permanent, ostensibly to encourage home 
ownership. It is regrettable that the encouragement should 
be made to rest upon a basis which the experience of mortgage 
lenders would indicate is so insecure as to be almost certain to 
cause a wholesale loss of homes in the event of depression, as 
weU as substantial losses to the Government. Moreover, such 
easy terms will have a strong tendency to. overstimulate build- 
ing if continued through a period of business optimism. Factors 
which could favor the possible success of the plan are: (1) a 
period of rising commodity prices, or inflation, which increased 
the valuations behind, insured mortgages; (2) a long period of 
favorable conditions, during which the insurance funds were 
able to build up reserves; (3) amendments to the law or changes 
in administration that eliminated or reduced weakness resulting 
from inadequate margins and amortization ; and (4) stress upon 
the personal credit of borrowers, which might counterbalance 
some weakness in the security. It will be noted that the personal 
credit element is absent in rental housing projects and its absence 
would lead one to expect a less favorable loss experience than 
for small loans on owner-occupied homes. 

Real Estate Bonds 

Bonds secured by real estate mortgages. As the size of the 
mortgage increases, the more limited does its market become. 
Only to the large life insurance companies, certain banks, and a 
few wealthy individuals can very large mortgages be sold. The 
alternative is to offer a bond issue secured by the mortgage in 
question. The building boom of the 1920’s, marked by an un- 
usual volume of office buildings, apartment houses, and hotels. 
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created a flood of such real estate bond issues. These issues 
might also have been expected to give the investor greater mar- 
ketability as well as a more convenient unit of purchase. Actu- 
ally these issues had only a limited over-the-counter market 
supported by the issuing investment bankers. 

Nature of construction loans. Most of these large issues 
were construction loans, which, as the term implies, are loans 
undertaken for the construction of a new building. The cus- 
tomary plan of procedure is for the owner of the building, or 
the borrower, to arrange with the lender for an agreed amount. 
A mortgage is immediately placed on the premises to secure 
the advances to be made under the loan agreement. The entire 
sum is not paid at once, but advances are made from time to 
time as construction progresses. Ordinarily three payments 
are made: one when the frame is up and the roof on; another 
when the rough plastering and plumbing are finished; and the 
third when the building is completed. The amounts of these 
advances are so computed as to assure the lender that the bor- 
ro’^er will have at all times a proper investment in the property. 
In order to make sure of this, payments may be based on archi- 
tect's or contractor’s certificates, which in turn are based on 
an actual inspection of the property and on vouchers shown for 
material and labor that have gone into construction. 

The best protection that can be given to the lender in con- 
struction loans. is the existence of a contract which calls for the 
construction of a building at a specified price, and under which 
the contractor agrees that, in return for the total payment, he 
will complete the undertaking in accordance with the plans and 
specifications. This arrangement assures the lender that the 
owner is in a position to make his investment in the undertaking 
and furnishes evidence as to the actual cost thereof. In arrange- 
ments of this kind it is necessary that the contractor furnish a 
bond for the performance of his contract. Thus all parties con- 
cerned are protected against any default on the part of the con- 
tractor arising through unforeseen difficulties, such as excessive 
costs, bankruptcy, and the like. 

Many details must be carefully handled in the making of 
such loans. For example, it is generally necessary to see that 
payments go directly to contractors and , that proper releases 
are secured for the payment of material bills and labor, lest 
"mechanics’ liens” arise which may take priority over the mort- 
gage lien. The discussion of these details lies beyond the scope 
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of this work, but some of the more general hazards will be men- 
tioned in our final summary. 

Importance of accurate appraisals. In an analysis of the 
investment merit of bonds issued against the deposit of a single 
large mortgage, practically the same matters should be consid- 
ered as were suggested in connection with individual real estate 
mortgages. Since it is usually impossible for the bondholder 
himself to make the appraisal, he is obliged to rely on the judg- 
ment of one or more firms or individuals who specialize in this 
kind of work. The firm that undertakes the sale of the bonds 
should have independent appraisals made by one or more respon- 
sible real estate or appraisal firms who are in a position to know 
property values in the neighborhood in which the building is 
located, as well as construction costs. Unfortunately such ap- 
praisals have not always been independent nor have they been 
made by responsible parties. A conservatively financed propo- 
sition will ordinarily provide for a first mortgage bond issue not 
in excess of 60 per cent of the appraised value of the property. 

Likewise it is important that interest and amortization charges 
should bear a reasonable relation to estimated net rentals. Net 
income is expected to equal at least two times charges. The 
importance of earnings in relation to charges is apparent 
when one considers that it is the earning power of such property 
that determines its real value. If the property is unable to earn 
enough in the hands of its original owners to provide for inter- 
est and amortization charges, it is unlikely that the situation 
can be materially improved under different ownership. In the 
event of default, the investor is likely to find little, or only par- 
tial, relief from foreclosure proceedings. 

Elements of risk in bonds secured by mortgages on large 
commercial buildings. In large mortgages of this kind, there 
are elements of risk not found to the same extent in smaller 
mortgages on strictly residential property. In the first place, 
the desirability of erecting an office building, a hotel, or other 
commercial building on a given site is a matter that can be 
predetermined only on the basis of rather accurate judgment. 
Regardless of the cost of the structure, therefore, a substantial 
speculative element exists until the actual operation of the 
building proves its suitability to the site and bears out the esti- 
mates of its promoters, by returning a substantial operating 
profit. Otherwise the mortgage bonds issued thereon can hardly 
be considered a satisfactory investment, regardless of original 
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costs. Furthermore, subsequent changes in the character of the 
business community may at any time reduce the earning power 
of the building and thus impair the bondholders’ equity. 

During the 1920’s there was a tendency for speculative pro- 
moters to erect ofl&ce and commercial buildings in the larger 
cities and to finance such operations by issuing first mortgage 
bonds up to nearly 100 per cent of the original cost of the enter- 
prise. Such bonds were sold by houses interested in the immedi- 
ate profits derived from their sale, rather than in the ultimate 
success of the enterprise. Of course, the appraisals submitted 
to the purchasers of the bonds were always higher than actual 
cost, since they were based on anticipated rentals. The mere 
fact that the bond was labeled a “real estate” bond and “first 
mortgage” was sufficient to insure its sale. It is, of course, 
rarely possible for the investor personally to check the appraisal. 
For this reason, before purchasing bonds of this type it is 
extremely important for him to consider carefully the experi- 
ence and qualifications of those sponsoring the enterprise. 

Leasehold mortgage bonds. The practice of erecting large 
metropolitan buildings upon leased ground has at various times 
been popular. The practice results in a type of security that 
requires the closest scrutiny by the investor.’^® Under this 
arrangement the builder makes no investment in land and he 
may finance a substantial part of the building cost by an issue 
which will be known as leasehold mortgage bonds. In the event 
of foreclosure the bondholder would take over the building and 
the lease, but the obligation to pay the stipulated ground rent 
would continue. Failure to pay such rent would break the lease, 
and the owner of the ground would then be entitled to the build- 
ing and any other improvements made on his land. The result 
is that the land owner has a first claim upon earnings for the 
ground rent, whereas the first mortgage on the leasehold (build- 
ing and lease) occupies a position like that of a second mort- 
gage. 

The lessee is obligated as a rule to pay not only ground rent 
but also the real estate taxes. The tendency in many communi- 
ties for such taxes to increase has created a burden that has 
weakened the position of many leaseholds. Increases in the 
value of the land accrue to the benefit of the lessor eventually, 
with the expiration of the lease. If, however, the lease runs 

“ See Allen, Irving, “Leasehold Bonds and Foreclosure as a 
ist, July 16, 1926, p. 76. 


Protection,” Annul- 



INVESTMENTS SECURED BY REAL ESTATE 


597 


for a long period, and the ground rent does not change, increases 
in ground value should be reflected in higher rentals from the 
tenants of the building, which will increase the security of the 
leasehold mortgage. Sometimes the lease provides for an in- 
creasing ground rental, which may weaken the position of both 
the owner of the leasehold and the leasehold mortgage bonds. 

Safeguards in leasehold mortgages. On account of the 
inherent weakness of mortgages secured by leasehold property 
it is important for the investor to insist on very strict safeguards 
in connection with the drawing of the lease. In the first place, 
the lease should run for a length of time sufficient to enable the 
retirement of the entire mortgage before the expiration of the 
lease. Many such leases run for 99 years, although frequently 
the duration is for a shorter period, say 21 years, with a renewal 
clause inserted, which gives the lessee the privilege of extending 
the lease under certain conditions. The ground rent may be 
made the subject of arbitration. The length of the lease will, of 
course, determine in part the rate at which the mortgage should 
be amortized. It has already been suggested that, in order for 
the mortgagee to be given adequate protection, the entire loan 
should be paid off before the lease expires. 

While it is true that leasehold mortgages are less desirable 
than mortgages on property owned in fee, it should not be 
assumed that all leasehold mortgages are undesirable. Where 
the terms of the lease are equitable, where there is a large equity 
in the property following the leasehold mortgage, or where the 
property is likely to increase, rather than decrease, in value, the 
leasehold mortgage may be adequately secured and thus provide 
an excellent medium for investment. Occasionally, where the 
lease runs for a very long period and the ground rent was fixed 
at a time in the past when values were low, the prior charge 
may be so small that the leasehold mortgage may enjoy an ex- 
tremely strong position, much as a second mortgage would if it 
were preceded by only a very small first mortgage. 

Advantages of provisions for early retirement. To overcome 
the greater risk of large mortgages and leasehold mortgages, it 
is the practice to insert in the mortgage indenture provisions 
calling for rather rapid amortization of the principal. Retire- 
ment may be effected either through annual payments into a 
sinking fund or by arranging for the issue to mature serially. 
The typical real estate bond secured by a single mortgage on a 
commercial building usually runs for not more than twenty years. 
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and it is generally protected by sinking fund or serial provisions, 
more usually the latter, which provide for at least partial retire- 
ment by the -time of the final maturity. In view of the rapid 
loss of value in modern buildings in large cities, very substantial, 
if not complete, retirement within a fifteen- or twenty-year 
period would seem logical. Many buildings which might reason- 
ably have a life of fifty years in so far as physical depreciation is 
concerned are retired in half that period as a result of obsoles- 
cence. A large institutional mortgage holder who purchases a 
mortgage that requires renewal every few years is in a position 
to guard against loss of value, but the buyer of a long-term mort- 
gage bond must rely upon the terms of his original contract to 
guard against that hazard. Many issues that have advertised 
the serial maturity feature as “increasing the security from year 
to year” have actually provided for amortization at so slow a 
rate that it would barely keep pace with ordinary physical de- 
preciation, not to mention possible obsolescence. 

In recent reorganizations the tendency has been to create sink- 
ing funds contingent upon earnings. Usually the payments are 
made to come after the stipulated interest, or a portion of it, is 
paid. The indenture of the Hotel Lexington, Inc. (New York), 
bonds provides that all the net income after income bond interest 
at 4 per cent shall be used for sinking fund until the original 
14,000.000 of bonds has been reduced to $2,400,000, after which 
sinking fund is optional with the directors. 

To insure the payment of shaking fund even though earnings 
for the reorganized company recover but moderately, some inden- 
tures place such payments on a parity with the interest claim. 
The Five Twenty Michigan, (Inc.), (Chicago) refunding mort- 
gage leasehold income 5’s provide in their indenture that only 
three fourths of available net income shall be used for interest, 
and that one fourth shall be used for sinking fund until the latter 
payments reach a stipulated maximum amount, which is gradu- 
ally increased over the period 1936 to 1952. 

Two points are peculiar to these reorganized real estate bond 
issues: first, the amount available for interest and sinking fund 
is the net income before depreciation; and second, there is often 
provision for special items which may be deducted in computing 
available net income, such as working capital, previous reorgani- 
zation expenses, and minor capital expenditures. Since the re- 
placement of the building is a distant event, cash is not retained 
in the corporation treasury to counterbalance depreciation. It 
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is characteristically disbursed as income payments to the secu- 
rityholders or used for the retirement of senior issues. 

Real estate bonds issued by mortgage companies. Still an- 
other type of real estate bond is that issued by mortgage com- 
panies. Real estate bonds issued by such companies differ ma- 
terially from those secured by a mortgage on a single unit in 
that the former are secured by the pledge of a number of smaller 
mortgages on residential or less pretentious business properties 
which have been acquired by the mortgage company and turned 
over to a trustee. That is, the mortgage company proceeds to 
lend money on such apphcations as it receives them in much 
the same way as the savings bank or the individual operator. 
As it uses up its available funds in this way, it turns over to a 
trustee a group of mortgages to be used as collateral against an 
issue of bonds. Such bonds, therefore, are secured by a diversi- 
fied lot of first mortgages, which are owned by the mortgage 
company, but which are hypothecated with the trustee as se- 
curity for the bond issue. 

The apparent advantage of this type of bond is in the fact that 
the underlying collateral is highly diversified, the amount in- 
volved in any one mortgage, therefore, being relatively small.^® 
An occasional mistake in judgment or an overappraisal is thus a 
relatively insignificant matter. Furthermore, mortgage com- 
panies issuing such bonds frequently operate in many different 
cities, even extending their operations over different states. In 
this way geographical diversification is likewise secured. An- 
other element of security may be found in the stockholders' in- 
vestment in the business, which protects the bonded debt. 

While the record of such mortgage companies has been satis- 
factory enough in ordinary times, it has not been so in times of 
special stress. One reason for this failure to survive strain prob- 
ably lies in the relatively small stockholders’ investment which 
protects the bondholders. It is interesting to note that certain 
other institutions which invest heavily in mortgages — namely, 
the mutual savings banks, the life insurance companies, and thfe 
building and loan associations — have the advantage of being able 

“An example of such a company is the Mortgage Security Corporation of 
America (see Moody’s Manual of Investments), incorporated in 1916. This 
company purchased first mortgages on completed homes or income-producing 
properties and issued its own bonds, which were additionally secured by a stock- 
holdcns’ investment. Some of its bonds were guaranteed by the National Surety 
C'o. Defaults occuiTcd in 1932-33. The guarantor company had to be reor- 
ganized. 
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to reduce the rate of return to their members when their own 
income from mortgages is curtailed and losses have to be written 
off. 

Guarantee by mortgage company. Sometimes the mortgage 
company guaranteed the principal and interest of mortgage bond 
issues on individual buddings or mortgage certificates issued 
against a pool of mortgages. The latter type of issue was known 
as “collateral trust certificates,” “mortgage collateral bonds”, or 
“mortgage participation certificates.” It was, in effect, an invest- 
ment trust in first mortgages. It offered convenient denomina- 
tion, management, and some marketability. The security was 
diversified as compared with the individual mortgage investment. 
However, it was more difficult ito obtain any adequate informa- 
tion about the nature and quality of the security than it was with 
single mortgages. 

Guarantee by surety companies. Another form of security 
offered was a guarantee of real estate issues by an independent 
surety company, which was typically engaged in other forms of 
insurance as well. The National Surety Company and the 
Maryland Casualty Company, among others, were prominent as 
guarantors of this type. Under one plan, as used by the former 
company, the sure.ty company placed its unqualified guarantee 
on every insured mortgage certificate issued to the public. 
Under a second plan, as employed by the latter company, ■ a 
policy was issued which guaranteed the full payment of principal 
and interest when due on each mortgage deposited with the 
trustee. 

A question is raised as to which of these two methods of guar- 
antee offers the best protection to the security holder. In prac- 
tice, there is probably little choice one way or the other. The 
second form, which was used by the Mortgage Company of 
Maryland, had the advantage of requiring the Maryland Casu- 
alty Company to assume many small risks, as compared with 
one large risk, since, a separate policy went with each underlying 
mortgage. Furthermore, this method undoubtedly kept the in- 
surance company in close touch with the type of mortgage as- 
sumed by the Mortgage Company. Any substantial number of 
defaults came immediately to the attention of the mortgage 
company. Although the former plan, adopted by the Mortgage 
Security Corporation, appeared to offer greater security, in that 
the certificate holder looked directly to the surety company in 
case of default, nevertheless it required the surety company to 
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assume a large individual risk, and did not require, per se, any 
attention on its part until a default in the entire issue had oc- 
curred. 

The very severe blow dealt by the real estate decline after 1929 
demonstrated the relative merits of the various methods of 
guarantee. While no casualty company escaped the ravages of 
hard times, the financial strength of the independent surety com- 
pany enabled it to make a better record on its guarantee, al- 
though sacrifices on the part of bondholders and a readjustment 
were necessary.^'^ The one important weakness of this form of 
guarantee supplied by a sound company with a number of lines 
of insurance appears to lie in the hazard of a widespread decline 
in real estate brought about by adverse economic conditions. 
The resulting liabilities which are created may be so large in 
comparison with the net worth of the company, that failure may 
result. The situation is analogous to the conflagration hazard 
of the fire insurance company, except that the modern company 
in that field has so diversified its risks geographically that no one 
disaster can threaten all of its risks to the extent that is possible 
in the mortgage insurance field. In checking a guarantee, then, 
the potential liability of a guarantor should be compared with 
his net worth. 

The disadvantages which the mortgage company, as compared 
with the insurance company, suffers as a guarantor are: (1) the 
lack of an independent point of view with respect to its lending 
policies; (2) a relatively small stockholders' investment in rela- 
tion to the liability assumed; and (3) the usually complete in- 
vestment of its resources in its operations — ^that is, mortgages — 
so that substantial liquid resources to meet an emergency are or- 
dinarily absent. 

Land trust certificates. A type of real estate investment, 
with unique features, is the land trust certificate.^® While any 
land can be placed in trust, and beneficial ownership divided 
into shares by the issuance of certificates, the land trust certifi- 
cate is typically employed when land is leased for a long period 
to another for use and improvement. The legal structure on 

”Por an account of the refunding plan of the Maryland Casualty Company 
(Md.), see Moody’s Manual oj Investments: Banks, Insurance Companies, In- 
vestment Trusts, and Real Estate, Finance, and Credit Companies (New York; 
Moody’s Investors Service, 1934), pp. 1907-1908; for the reorganization plan 
of the National Surety Co., see ibid., 1935, pp. 1400-1402. 

“See Allen, Irving, “The Land Trust Certificate — A. New Development,” 
Annalist, August 6, 1926, p. 171. 
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which this type of iiiA'^estment is based is relatively simple. The 
legal title to the land, subject to the lease, is conveyed to a trustee 
under an indenture or deed of trust which states that the trustee 
shall hold such title for the benefit of the certificate, owners. 

- Under the trust agreement the equitable ownership of the land 
is divided into a' number of equal parts, and a trust certificate 
is issued showing the number of parts owned by the individual 
holder. The actual ownership of the land is, of course, subject 
to the right of the leaseholder, who continues in possession as 
long as he pays the stipulated rent. In some cases there will be 
a clause in the lease providing that the lessee may purchase the 
land outright at a price that ordinarily will show a profit to the 
certificate holders. This feature has the advantage of avoiding 
an excessively long investment, and at the same time it provides 
opportunity for an additional profit, similar to the premium paid 
in the event of a bond redemption. 

If the lessee fails in any of the covenants of the lease, the 
equitable owners of the land — that is, the certificate holders — 
may eject him and thus come into possession of what may prove 
to be a valuable piece of real estate, especially if the lessee has 
erected suitable buildings on the leased land. From the certifi- 
cate holders’ angle, therefore, it is desirable that some sort of de-. 
velopment be undertaken on the land. One of the conditions of 
the lease, in fact, may be that, within a specified time, improve- 
ments shall be made. It will be noted here that the real danger 
in the event of default falls on the first leasehold mortgage bond- 
holders, who have a leasehold mortgage on the improvements. 
The position of the certificate holders, who are the lessors in 
effect, thus underlies that of the bondholder. 

The question of appraisal is, of course, important in the case 
of land trust certificates, although the dangers of overappraisal 
are somewhat limited by the presence of the lease. In fact, the 
dangers of overappraisal to the certificate holder are much less 
than in the case of the mortgage bonds. If the lessee has agreed 
to undertake the payment of an annual rental sufficient to pro- 
vide a return of from 5 to 6 per cent on the certificates issued 
under the lease, and if he has proceeded to finance a structure on 
the land through the issue of leasehold bonds, it is at once ap- 
parent that the entire question of an appraised value for the 
land has been subordinated to some extent. However, it is pos- 
sible that in time the improvement may become obsolete and 
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the land value may decline through adverse neighborhood 
changes. A moderate error in the way of overappraisal will in- 
jure chiefly the owners of the building or those who hold the 
leasehold bonds. 

Perhaps the greatest danger to the holders of land trust cer- 
tificates lies in the failure of the lessees to begin the erection of 
buildings on the land within a reasonable period of time, as is 
sometimes provided in the lease, or in their failure to complete 
the project. This risk, however, can be partially eliminated if 
the lessee is required to deposit funds for the cost of construction 
with a trustee, such funds to be disbursed as the building is 
erected. Where such precautions are not taken, the certificate 
holders may find themselves in possession of land with no im- 
mediate earnings. 

The land trust certificate, although by no means a new type of 
investment, has never been widely utilized in this country. 
However, increased use of the device during the 1920’s suggests 
its utility when large metropolitan buildings are being erected 
on valuable ground. These certificates can be used as a means 
of financing the actual ownership of land.^® 


“The following issues of land trust certificates will servo to illustrate some 
of the features already discussed in a general way: 

1. Michigan Office and Theater Buildmg. This building, which is located 
at the corner of Middle and Clifford Streets and Bagloy Ave., Detroit, Mich- 
igan, was financed in part by the issue of 4,500 equal, imdivided shares of owner- 
ship in the fee simple title to the land to be occupied by the building. These 
certificates were sold at $1,000 each and were entitled to 865 interest per an- 
num. The total rental under the lease executed between the trustee and the 
Detroit Metropolitan Company provided for the payment of all taxes and $247,500 
annual rental. The land had an appraised value of $4,645,960. The land and 
buildings combined had an appraised value of $8,157,783. Net income available 
for ground rent charges under the lease was estimated at $468,519, against charges 
of $247,500. Certificates were sold on a 5% per cent basis. Under the terms of 
the lease the lessee retained the option of purchasing the entire property by 
paying to the trustee an amount sufficient to retire the certificates at $1,040 
if such option was exercised by February 1, 1932; $1,030, if exercised by Febru- 
aiy 1, 1937; and thereafter $1,020, and accrued rental in each case. For an ac- 
count of the suit in which these certificate holders acquired full title to the whole 
property, extinguishing the interest of the leasehold mortgage bondholders, see 
Moody’s Manual oj Investments, Banks, etc., 1940, p. 1027. 

2. The Bankers Building of Chicago. This building, which is located at the 
southwest comer of South Clark and West Adams Streets, was financed in part 
by the issue of 5,000 land tmst certificates representing 5,000 undivided parts 
of the equitable ownership of the premises. The land, consisting of 22,250 
square feet, had an appraised value of $6,650,262; the 41-stoiy office building 
was appraised at $6,972,000. Thus, the total appraised value of land and building 
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Current developments, and summary. In summarizing the 
recent record of real estate loans, a sharp distinction must be 
made between real estate bonds and individual mortgages. Al- 
though the bonds and mortgages are superficially similar, their 
records have been markedly different. The bonds have suffered 
much more heavily The weaknesses which have been made 
apparent were as follows: 

1. Bad appraisals and excessive loans. This evil was partly 
due to the lack of sound' independent appraisals. Those making 
the supposedly independent valuations were not infrequently 
closely bound by interest, if not by actual affiliation, to the par- 
ties promoting the construction or to the specialized investment 
banking houses that sponsored the bond issues. Another diffi- 
culty lay in the willingness of the appraisers to ignore actual 
costs and base valuation on generously estimated future rentals. 
Even granted that such rentals might have been in line with 
conditions of the moment, experienced appraisers would have 
recognized that, whenever rentals rise so high as to produce values 
much in excess of the cost of production, a volume of building is 
likely to follow which will drive rentals, and consequently values, 
down to a normal relation with cost of construction. 

2. Construction loans. The bulk of the real estate bond issues 
were based on business, hotel, and apartment properties that 
were to be constructed from the proceeds of the loan. The nec- 
essary absence of any record of income and expense made easier 
the misjudging of values. 

3. Excessive and unsound building was a natural outcome of 
the easy money that was available as a result of general pros- 
perity and of the vigorous promotion by those selling the bond 

was $13,622,262. The annual rental under the lease was $275,000, which allows 
$55 per annum for each certificate holder. (The lease further provided for 
erection of the Bankers Building, to be started within six months of sale of 
certificates and furnished according to specifications.) 

A $5,000,000 issue of firat mortgage leasehold bonds was sold, that followed 
these certificates The leasehold mortgage bonds in this case clearly occupied 
the position of a second mortgage, at least so far as the practical aspects of the 
situation were concerned, as shown by the subsequent record of the issue. 

“Ernest A. Johnson in a study of 1090 long-term real estate issues totalling 
over four bilKon dollars for the period 1919-1934 found 13.6% called, 12.5% 
matured. Of the balance outstanding at the end of the period 83% were in 
default. On the basis of bid prices for April, 1935, undefaulted issues showed 
an average "recoverable value” of 72.4%, defaulted issues of 24.6% of par value. 
“The Record of Long-Term Real Estate Securities,” Journal of Land & Public 
UtilUy Economics, Feb. 1936, ‘pp. 44-48. 
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issues. Houses selling real estate bonds found it easier to sell 
than to acquire sound issues. Operators were more easily avail- 
able to undertake construction when the amount which could be 
raised by a first mortgage bond issue rose closer to 100 per cent. 
It should be noted that the creation of surplus rental space by 
excessive building inevitably tended to_ increase vacancies to an 
abnormally high figure for even soundly conceived and well- 
managed structures already in existence. 

4. Business depression. As the depression became more acute 
in the years following 1930. difficulties increased. However, it 
is not improbable that as much as a fourth of the outstanding 
real estate bond issues were in default as early as the fall of 
1930. 

6. Difficulties of reorganization with a bond issue. With 
bondholders scattered, united action to obtain prompt and eco- 
nomical reorganization was frequently impossible. Prolonged 
and costly receiverships resulted. Holders of individual mort- 
gages still have the advantage of being able to take more prompt 
action in the event of default and to adapt their course to the re- 
quirements of the particular situation. 

Individual mortgages, while suffering greatly in the recent past, 
have had a much superior record. The chief reasons may be 
summarized as follows: 

1. Type of buyer. Where real estate bond issues were chiefly 
absorbed by individual investors and to some extent by small 
banks, mortgages were acquired for the most part by the institu- 
tional type of investor, such as the life insurance company, the 
savings bank, and the savings and loan association. Because of 
the greater experience and skill of the institutions, more security 
was required from borrowers. Even individual investors in 
mortgages were likely to confine purchases to local property about 
which they had more knowledge than the average bond buyer 
had of the security which he was purchasing. 

2. Type of property. . Bond issues were generally secured by 
commercial projaerty — ^that is, business buildings, hotels, and 
rented apartments. Such property is more difficult to appraise 
and probably more variable in value than the owner-occupied 
home, which is the basis for a very substantial part of the out- 
standing mortgages. The home owner is much more likely to 
make an effort to hold his property, even when his equity is little 
or nothing, than is the landlord of a purely commercial property. 
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The former supports his mortgage out of his personal income; 
the latter supports his bond issue from the rentals of the prop- 
erty. 

3. Relative ease of adjusting default. In the event of default, 
the holder of an individual mortgage is in a position to make a 
quick adjustment by waiving principal payments or by reducing 
the mterest rate according to the merits of the individual situa- 
tion, in order to prevent foreclosure and its attendant ills. De- 
fault upon either interest or serial maturities of a bond issue 
would almost inevitably lead to a receivership, and to consider- 
able negotiation and expense before a reorganization could be 
effected. 

4. Aid from Home Owners’ Loan Corporation and Federal 
Farm Mortgage Corporation. Holders of mortgages were also 
aided by the operation of these two Government-supported or- 
ganizations, which were designed to rescue the small home owner 
and the farmer in distress. Long-term loans of the amortiza- 
tion type were offered at low interest rates by these corporations 
where inability to pay had been shown by default on interest or 
principal. Instead of cash, bonds that were readily salable were 
offered to the mortgagee for his defaulted investment. Often 
the mortgagee was willing to compromise for less than the face of 
his debt, to obtain an immediate settlement in marketable bonds. 
The desirable quality of these bonds will become more apparent 
after a description of them is given in the next chapter. 

Current mortgage situation. The heavy losses suffered in 
the real estate bond field make any revival of the large scale 
financing of the 1920’s unlikely for the present. The only pos- 
sible parallel appears in the high percentage F. H. A. insured loans 
made for large scale rental housing projects. The experience of 
this scheme remains to be written. In the ordinary mortgage 
field, a healthy revival of interest has taken place — stimulated 
by the dearth of new investments to utilize the growing savings 
of the late 1930’s. Moratorium laws stiU exist in a number of 
states, however, to prevent the collection of principal, and so 
emphasize one of the risks in this field.^’^ 

“ These laws, still in force in thirteen states on Juno 30, 1939, in order to pro- 
tect home owners and farmers, generally suspended the right of foreclosure under 
certain conditions. Refinancing of maturing mortgages was impossible under 
the crisis conditions of 1932-1933. In a number of states, such as New York, 
the mortgagor could not be required to make any payments on principal so long 
as he kept up interest, taxes, and repairs. Report of the Federal Home Loan 
Bank Board, 1939,' p. 44. 
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Home financing received a further impetus from the inaugura- 
tion of F.H.A. mortgage insurance. The advantages and the 
weaknesses of this innovation have already been outlined. The 
possibility of loss to the investor in spite of the Government 
guarantee of the obligations of the insurance fund, has also been 
indicated. Even more serious is the possibility of disorganiza- 
tion of the real estate market through over encouragement to 
speculative building. This threat has become more significant 
since the system, originally founded as an emergency depression 
measure to promote construction and employment, appears not 
unlikely to become a permanent feature of the mortgage market. 

Because mortgages make rather large units of investment and 
require care, they are more fitting as institutional than as indi- 
vidual investments. Both national and local financial institu- 
tions have provided an excellent market. Those institutions 
which feel a need for possible liquidity now have access to the 
Federal Home Loan banks, which serve member mortgage lend- 
ing institutions, such as the savings and loan associations, by 
offering them lending facilities much as the Federal Reserve 
banks serve commercial banks. However, mortgages are still 
most suitable for the relatively permanent institutioaral investor. 

The trend to regular loan amortization, -if on an adequate 
scale, should do much to protect both investors and borrowers. 
Quickened interest in newer types of housing may create more 
rapid obsolescence than formerly. In spite of efforts to render 
mortgage lending safe for the unskillful, alertness and knowledge 
of economic trends will continue to be essential to investment 
success. Unfortunately, unsound financing by a few may create 
an unhealthy situation that is dangerous for all, as events of 
the recent past have shown.' 



Uni+ed States Government 
Obligations and Instrumentalities 


Government Obligations 

Sources of government revenue. The Federal Government 
derives its revenues largely from taxes on the incomes of indi- 
viduals or corporations; special taxes, such as duties levied on 
imports; excise taxes on the sale of certain kinds of commodities; 
fees and fines; occasionally revenues from the operation of gov- 
ernment undertakings, such as the post office; and borrowing. 

It is true that what is borrowed ultimately must be paid back; 
at least, that is the original intention, except in the case of perma- 
nent loans, such as those represented by English cqnsols and 
French rentes. Ultimately, therefore, taxes or other sources of 
revenue must be sufficient to take care of interest payments and 
the principal of government loans, if insolvency is to be avoided. 
If borrowing is not a permanent source of revenue, it is logical 
to raise the question as to why it is used. There are several an- 
swers, to this question, depending on the condition surrounding 
the loan. The first borrowing operations to be considered are 
those conducted during times of great stress, such as a war. Ex- 
penditures at such times are abnormally large — far beyond cur- 
rent revenues. It may appear expedient to borrow a part of the 
necessary funds rather than to impose confiscatory taxes and 
cause undue financial strain. In this way costs are deferred and 
are borne by the taxpayers of a future period. Some economists 
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point out that fundamentally all the goods and services wasted 
in a war are created in and are a cost to the period in which the 
war takes place, and, were it not a matter of political expediency, 
the soundest course would be to pay that cost as it is incurred 
and so avoid creating claims upon one part of the community in 
favor of another part through bond issues. Government borrow- 
ing may also be directed toward the construction of permanent 
improvements. It is expected that future generations will re- 
ceive at least part of the benefit of such improvements and con- 
sequently may justly be expected to pay in part for them. 
Through borrowing operations the cost of these improvements is 
thus spread over a term of years and is met as the bonds fall due. 
Furthermore, if such improvements enhance the wealth of the 
community, as do roads and schools, the additional taxes may 
constitute no real burden. A third occasion for borrowing may 
arise when improvements that are expected to be self-supporting, 
such as the Panama Canal, are built. Finally, borrowing, by 
means of short-term notes, in anticipation of current taxes is a 
means of spreading government income equally over the entire 
year. 

History of public borrowing. Public borrowing is by no 
means confined to the present generation. As far back as the 
Middle Ages the Italian- cities floated public loans, while borrow- 
ing by English kings was common before the fourteenth century. 
Such uncertainty surrounded early government borrowing that 
loans of this nature were often considered as forced loans. Thus, 
in England, under Edward IV and the Tudors, the exaction of 
compulsory loans from wealthy subjects became a frequent and 
ahnost regular expedient of the Crown. Under Henry VIII, 
Parliament was twice called upon, in 1629 and 1544, to convert 
the public loans outstanding into benevolences by formally re- 
leasing the king from the obligation of payment. During Eliza- 
beth’s reign, however, the public debts were paid more promptly, 
and, after the passing of the Tudors, public credit was gradually 
improved. 

Early debt history of United States. The history of our na- 
tional debt since 1789 has been singular in that this country has 
never permanently defaulted in the payment of interest or prin- 
cipal of any of its debt. The Treasury Department, created in 
1789, faced a national debt of $52,788,222, to which should be 
added the debts of the several states, amounting in all to about 
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$25,000,000.^ State debts were assumed in order to induce the 
states to join the new Union. This total appears small today, 
but it was a large sum for that generation. In 1803 a subsequent 
loan of $11,250,000 was floated to finance the Louisiana Purchase, 
yet, by 1812, the total national debt had been reduced to approxi- 
mately $46,000,000. Despite the fact that the war with Great 
Britain, which lasted from 1812 to 1814, resulted in an increase 
in total debt to $127,000,000, this entire amount was paid off by 
1835.- The net indebtedness created by the Mexican War ( 1846- 
1848) was $49,000,000. These loans, bearing 6 per cent interest, 
were floated at par or higher. On July 1. 1851, the debt stood 
at $68,304,796, whereas by 1857 the net debt had been reduced to 
$9,998,622. Increased borrowings were occasioned by the panic 
of 1867, with the result that the debt increased to $59,964,402, 
on July 1,1860.® 

Debt history from Civil War to World War I, The extraordi- 
nary demand for funds occasioned by the Civil War brought the 
amount of interest-bearing debt up to $2,322,116,330 at the end 
of the fiscal year 1866.* At the end of that war a large part of 
this debt was in the form of short-term paper which was overdue. 
In fact, less than one half of the existing debt was actually 
funded, while such part of it as was funded consisted of a variety 
of issues, each bearing a different rate of interest and each sur- 
rounded by complicated terms and conditions as to duration, 
option, conversion, extension, and renewal.® Upon assuming the 

‘The indebtedness of the United States, on Januaiy 1, 1789, including arrearage 
in interest, was:* 


Principal of Foreign Loans $10,098,706.02 

Due Prance for Military Supplies .24,332.86 

Arrears of Interest to Jan. 1, 1790 1,760,277.08 

Debt Due Foreign OflBcers 186,988.78 

Arrears of Interest to Jan. 1, 1790 11,219.32 

Principal of Domestic Debt (est.) 28,858,180.66 

Arrears of Interest to Jan. 1, 17M 11,398,621.80 

Arrears and Claims (subsequently discharged) . . . 450,395.52 


Total .$62,788,722.03 


* Data taken from Bsymond, W. L., American and Foreign Investment Bonds 
(Boston: Houghton Mifflin Co., 1916), p. 42. ' 

‘Except for a small balance of $328,682, which remained unpaid because 
payment had not been demanded. 

^Financial Review, 1915, p. 90. ' 

* Annual Report of the Secretary of the Treasury for the Fiscal Year Ended 
June SO, 19S7, p. 614, 

‘Dewey, D. R., Financial Sistory of the United States (New York: Long- 
mans, Green & Co., 11th ed., 1931), p. 331 if 
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office of Secretary of the Treasury in March. 1869, G. S. Boutwell 
proceeded with a comprehensive plan of refunding and consoli- 
dating the then complicated debt structure of the Government 
and of reducing interest charges. This undertaking was accom- 
plished under the Refunding Acts of 1870, 1871, 1873, and 1875. 
Considerable difficulty was experienced in marketing the first 
issues brought out under these acts, because interest and prin- 
cipal were payable in "coin.” In view of the growing movement 
toward inflation just prior to this time, it was feared that pay- 
ment might be made in greatly depreciated paper currency. 
With the passage of the Resumption Act in 1876. and with ju- 
dicious management of fiscal problems by the Treasury, the 
national credit greatly improved. The quotations on all national 
issues advanced rapidly thereafter, thus resulting in a substantial 
profit to the holders thereof. A large portion of the Civil War 
debt was reduced in the fifteen years following 1876, and by 1890 
the total interest-bearing debt stood at only slightly over 
.1700,000,000," The unfortunate experiences which the Treas- 
ury met in the matter of gold withdrawals during the 1890’s ne- 
cessitated more borrowing. The Spanish-American War brought 
a further increase in national debt, with the result that the total 
interest-bearing debt on June 30, 1899, amounted to $1,046,- 
048,750.'' 

The construction of the Panama Canal was financed partly by 
bond issues. The acts of June 28, 1902, and December 21, 1905, 
provided for an issue not to exceed $130,000,000 of 2 per cent 
bonds to mature in thirty years, but to be callable in ten years. 
Of this amount $84,631,980 was actually issued at two different 
times at prices averaging 103.513 and 102.436. In 1909, 1910, 
and 1911, acts were passed providing for an issue of .$290,569,000 
of 3 per cent bonds, maturing in 1961. Only $50,000,000 of 
bonds were issued under these acts at an average price of 102.582.® 
These 3 per cent bonds, however, were not eligible as security for 
national bank notes, as were the 2 per cent issues. 

Prices of Government bonds. The prices of Government 
bonds- from 1863 to 1913 were influenced by our national banking 
laws. For many years prior to World War I the securities of 
our Government sold at prices so high that their yield to the ordi- 

° Annual Report of the Secretary of the Treasury for the Fiscal Year Ended 
June SO, im, p. 514. 

'Ibid. See below, p. 613, for prices of Government bonds from 1873 to 1912 

‘Ibid., p. 605. 
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nary investor was unsatisfactory. This was not true during the 
very early period in our national history, when the question of 
state rights was being settled and when the ultimate fate of our 
central government was not assured, or during the trying period 
of the Civil War. Indeed, during the War of 1812, United 
States bonds were issued on a basis of from 7 to per cent, 
whereas during the Civil "^War they sold on a basis as high as 
12 per cent,* 

The passage of the various acts, during and shortly after the 
Civil War, designed to create a national currency secured by a 
pledge of United States bonds (commonly referred to as the Na- 
tional Bank Acts), the successful termination of the struggle for 
national supremacy, and the passage of the Resumption Act in 
1876 had the effect of raising the price of Government bonds and 
of reducing their yields. Indeed, it is necessary, in order to 
explain the extremely low yields at which Government bonds 
have averaged to sell, especially since 1875, to understand in 
some detail the national banking system in effect prior to the 
date when the present Federal Reserve System became operative. 

The original act, designed to create a national currency se- 
cured by the pledge of Government bonds, was approved Febru- 
ary 25, 1863. This act, as amended in 1864, provided for the 
issue by national banks of not over $300,000,000 of circulating 
notes (that is, to be used as currency), to be secured by United 


“The reasons for such high rates of interest on Government bonds during 
the Civil war lay partly in the uncertainty regarding the outcome of the war 
and partly in the depreciation that took place in the greenback currency which 
was issued at that time. All banks, and the Government itself, temporarily 
suspended specie payments. Large i.ssucs of inconvertible paper money caused 
depreciation in terms of gold. The prices of Government bonds, the purchase 
of which then involved the chance of ultimate payment in paper currency, 
likewise declined to low points. The following prices of United States 6 per 
cent bonds, due in 1881, may be of interest in this connection; 


PHICES OP U. S. 6’.s, 1881* 


1861 (outbreak of w'ar) 

1861 

1862 


1866. . 


8414 (April) 

83 (June) 
871^2 (January) 
91 M (January) 
102 (July) 
103J4 fMarch) 


94 (April) 
95^ (October) 
107 M (Juno) 
110?^ (October) 
118 (April) 
112^ (January) 


ton: Houtiliton Milfliu Co. V.Ha), p -Mi. 


nt Bond't (Bos- 
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States bonds deposited with the Treasurer of the United Statesd® 
The act was further amended in 1865 by placing a prohibitive 
tax on notes issued by state banks^ with the result that such notes 
were driven from circulation^’ The effect of this legislation was 
to create a demand for United States bonds among national 
banks, such bonds to be used as the bagis for the issuance of bank 
notes, and to raise the market price of such bonds. Although 
modifications in these acts were made from time to time, our 
system of bank note issue prior to 1914 was based on the deposit 
of Government bonds with the Treasurer of the United States. 
The prices of Government bonds prior to 1913, therefore, were 
determined largely by the profits that could be made by banks 
by putting bank notes into circulation, and not directly by money 
conditions or by the state of Government credit.^” With the 
growing need for bank notes as a circulating medium and with 
the reduction in the national debt after the Civil War, it is not 
surprising to find that certain Government issues advanced so 
rapidly in price that by 1876 they sold on a yield basis of 1.53 
per cent.’” For many years prior to 1913 Government bonds 
consistently sold at prices substantially above those of other 
high-grade securities. Demand by national banks wishing to 
secure the circulation privilege, and not investment character, de- 
termined the abnormally low yield. The following table will in- 

"See 12 Statutes at Large, 665, and 13 Statutes at Large, 99. An Act to 
provide a National Currency, secured by a Pledge of United States Bonds and 
to provide for the Circulation and Redemption thereof. Originally, every 
National bank was required to purchase certain amounts of United States 
bonds. 

“ See 13 Statutes at Large, 469. 

“Section 6. And be it further enacted, That every national banking associa- 
tion, State bank, or state banking association, shall pay a tax of ten per cen- 
tum on the amount of notes of any state bank or state banking association, 
paid out by thorn after the first day of July, eighteen hundred and sixty-five.” 

“ All issues of United States bonds, except the Panama 3’s of 1961, were 
available as security for note issue under the pre-Federal Reserve System. 

“Raymond, W. L., American and Foreign Government Bonds (Boston; 
Houghton Mifflin Co., 1916), p. 77. 

PRICES OF GOVERNMENT BONDS: 1873-1912 
(Yield Basis) 


Security Period High Date Low , Date 

6% 1881 1873-1882 1.53% June 16, 1876 4.50% October 17, 1873 

4% 1907 1883-1892 2,08 March 29, 1889 2.94 June 23, 1884 

4% 1907 1893-1902 1.58 March 14, 1902 3.39 August 7, 1896 

4% 1925 1903-1912 1.93 October 13, 1905 2.80 June 15, 1910 
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clicate the relative yield of Government securities as compared 
with the yield of high-grade railroad bonds and commercial paper 
rates for the period from 1890 to 1909:^'* 

RATES OF INTEREST ON BONDS AND COMMER.CIAL 
PAPER IN NEW YORK: 1890-1909 


Average 

U. S. 4’s of 10 4 to 6 

of 1907 Railroad Months 

Year and 1925 Bonds Paper 

1890 2.43 4.72 6.89 

1891 2.66 4.86 6.50 

1892 2.80 4.64 5.38 

1893 3.04 4.75 7.62 

1894 2.79 4.69 5.22 

1895 2.89 4.48 6.73 

1896 3.14 4.54 7.02 

1897 2.73 4.38 4.72 

1898 2.69 4.21 6.31 

1899 2.47 3.96 5.48 

1900 2.18 ‘ 3.95 5.71 

1901 1.97 3.79 5.41 

1902 1.98 3.77 5.76 

1903 1.99 3.96 6.21 

1904 2.09 3.92 5.13 

1906 2.00 3.82 5.17 

1906 2.04 3.94 6.24 

1907 • . 2.18 4.22 6,55 

1908 2.44 4.36 4.96 

1909 2.52 4.00 ' 4.67 


Effect of Federal Reserve System on market for Government 
bonds. In 1914 the Federal Reserve System was created to take 
the place of the old National Banking System. Under the pres- 
ent system, Government bonds are no longer required as security 
for Federal Reserve notes, or Federal Reserve bank notes. The 
Federal Reserve .Act, however, did not at once do away with the 
old system of note issue, with the result that bonds outstanding 
prior to 1914, except the Panama 3’s of 1961, continued to enjoy 
a special market until their final retirement in 1935. On the 
other hand, all Government issues brought out subsequent to 
1914 sell on the basis of their merits as high-grade investments 
and of such tax-exempt features as they enjoy. Their prices are 
not the result of an artificially created market, save as they have 

“Mitchell, W. C., ‘‘Ratos of Intore.st and the Prioe.s of Investment Securi- 
tie.s, 1890-1909,” Journal of Political Economy, Api'il, 1911, pp. 269-308. 
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received special support from Treasury or Federal Reserve bank 
buying in times of market stress. 

The Federal Reserve Board has stated that it deems it to be in 
the public’s interest that the banks should “exert their influence 
toward maintaining orderly conditions in the market for United 
States Government securities. While Lhe system has neither the 
obligation nor the power to assure any given level of prices or 
yields for Government securities, it has been its policy in so far 
as its powers permit to protect -the market for these securities 
from violent fluctuations of a speculative, or panicky nature.”^'’ 
Although the Federal Reserve banks were created as an adjunct 
to the commercial banking field, an exception was made in favor 
of United States obligations not only permitting these banks to 
buy and sell them in the open market but also allowing loans to 
member banks upon them or on paper secured by them. On 
September 1, 1939, when World War II caused market declines, 
it was announced that Federal Reserve banks stood ready to 
make advances on Government securities to member and non- 
member banks at par without regard to market value. 

Government borrowing during World War I. The prose- 
cution of the first World War necessitated expenditures on a 
scale of unparalleled magnitude for this country. At the out- 
break of the war in 1917 it was generally felt that at least one 
half the cost of the war should be financed by taxation, and to 
this end war taxes were put into effect which greatly increased 
Government revenues from that source. Nevertheless, it was 
necessary to raise unprecedented amounts by the issue of bonds. 
The act of April 24, 1917, conferred authority on the Secretary 
of the Treasury to issue $6,000,000^000 of long-term, nontaxable 
bonds at a rate of interest not to exceed 3% per cent. The total 
amount of bonds issued under this act was $1,989,455,550. This 
issue of bonds, which was dated June 15, 1917, was known as the 
First Liberty Loan. The act of September 24, 1917, with its 
numerous amendments, was the authority for aU subsequent war 
borrowing. The long-term bonds issued were the First, Second, 
Third, and Fourth Liberty Loans, with some of the bonds of the 
first two issues converted into bonds with a higher coupon rate, 
as a result of a conversion privilege in those issues. Only the 
unconverted First Liberty Loan 3% per cent bonds, however. 

Twenty-sixth Annual Report oj the Board of Governors of the Pederql 
Reserve System, (1939), p. 6, 



616 


U. S. OBLIGATIONS AND INSTRUMENTALITIES 


were wholly exempt from the Federal income tax. The other 
issues had varying degrees of exemption, which depended upon 
the amounts held, the manner of purchase, and the year for 
which income was being taxed.^® 

The remaining war borrowing was accomplished by issues of 
short-term securities, primarily certificates of indebtedness and 
the Victory Notes.^'^ The debt of the United States increased 
rapidly in both size and complexity as a result of the war. From 
a total of less than a billion dollars prior to the war, the interest- 
bearing debt rose to apeak of $26,349,000,000 on August 30, 1919. 
The character of this debt may be seen in the following condensed 
statement : 

INTEREST-BEARING DEBT OF THE UNITED STATES 
OUTSTANDING: AUGUST 31, 1919'' 


Title of Loan Amount 

War and Postwar Loans: 

Liberty Loan bond issues (3}4’s, 4’s, 4K’a) $16,219,399,300 

3 54-4 M's, Victory Liberty Loan. . . 4.113,404,611 

4’s, War Savings and Thrift Stamps .. . . .. 931,332,420 

4M’s, Certificates of Indebtedness 3,938,296,000 

2’s, Certificates of Indebtedness . . 262,914,050 

Prewar Issues: 

2’s, Consols of 1930 599,724,050 

4’s, Loan of 1925 118,489,900 

Panama Canal Loans: 

2’s of 191 6-36 ... 48,954,180 

2’s of 1918-38 25,947,400 

3’8 of 1961 . . 50,000,000 

3’s, Conversion Bonds, 1946 and 1947 28,894,500 

2M’s, Postal Savings Bonds (1st to 16th series) 11,453,100 


Total . .126,348,808,511 


’* Commercial avd Financial Chronicle, April 24, X920, p 1721. 

Postwar financial operations. After August, 1919, the close 
of each fiscal year showed a reduction in the interest-bearing 
debt of the United States until on June 30, 1930, the total stood 
at $15,922,000,000.“ The ordinary sinking fund provided by law 
would have retired about $3,181,000,000 during this period, but 

“For detailed descriptions of the various Liberty Loan issues and of the 
short-term obligations issued during the war, see the annual reports of the 
Secretary of the Treasury. 

^ ” Although the Victory Notes were not issued until several months after the 
signing of the armistice, they are considered as war borrowing, because the 
proceeds were used for war purposes and because they were issued before the 
highest peak of war-time indebtedness was reached. 

'‘Annual Report of the Secretary of the Treasury, for the Fiscal Year Ended 
June so, 1930, p. 13, 
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recurrent Treasury surpluses provided for a much more rapid 
retirement.’® From time to time refunding operations by the is- 
suance of Treasury bonds reduced the rate of interest paid during 
this period. In fiscal years following 1930, the debt increased as 
a result of the emergency growing out of the depression. The 
chief emergency expenditures have been unemployment relief in 
various forms as administered through the Federal Emergency 
Relief Administration, the Civil Works Administration, the 
Emergency Conservation Work, and various public works proj- 
ects ; and in the form of financial advances to distressed corpora- 
tions and individuals through the Federal Farm Mortgage Cor- 
poration, the Home Owners’ Loan Corporation, and the Recon- 
struction Finance Corporation.®® The effects of these expendi- 
tures are reflected in the growth of debt shown by the statement 
of interest-bearing debt below. It should be remembered that 
a portion of this debt is supported by investments that will have 
value and will aid in debt retirement in the future. 

INTEREST-BEARING DEBT OP THE UNITED STATES: 

JUNE 30, 1940* 


(■Millions) 

Treasury Bonds $26,555 

Prewar and Postal Savings Bonds 196 

Treasury Notes 6,383 

Treasury Certificates None 

Treasury Bills 1,302 

United States Savings Bonds 2,905 

Adjusted Service Bonds 261 

Debt Not in Hands of Public t 4,775 

Total $42,377 


■* Daily Statement of tJ, S. Treasury, June 29, 1940, p 5 
I Old Age retirement fund, unemployment trust fund, eto. 

The foregoing condensed statement of interest-bearing debt 
groups issues on a basis that brings out different investment 
characteristics. 

Investment characteristics of Federal obligations. The vari- 
ous types of Federal obligations will be considered in the para- 
graphs below. 

Treasury bonds. Bonds are the long-term obligations of the 
Government. Ordinarily they have a maturity of not less than 
ten years, and they run from that maturity up to perpetual ob- 

Ihid., p. 58 

“For a list of the latter agencies for which the Government has guaranteed 
obligations, see page 624. 
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ligations. Unlike some foreign goverziments, the United States 
has no perpetual maturities, although it formerly had outstand- 
ing the Consol 2’s of 1930, which were payable at par at the option 
of the Government any time on or after 1930. The issue was 
called in 1936. Treasury bonds differ chiefly from the Treasury 
notes, certificates, and bills in the matter of maturity. Because 
of long maturity, they fluctuate more in price, whiqh character- 
istic is a disadvantage to those who might need to realize upon 
their investment at short notice. Some of the possibilities of 
Treasury bonds may be judged by reviewing some of the major 
price swings of the Treasury 4%’s of 1947-1952. 


Date 




October, 1922. . 
January, 1928 . . . 
March, 1929. . . 
June, 1931 . . . . 
January, 1932, . 
December, 1936. 

AprU, 1937 

June, 1939 

September, 1939. 
November, 1940. 


* Figure after deoimal represents 


1/32’b. 


Issued at 100 
Reached a High of 116.3 
Low — 105 
High — 114.8 
Low — 98.30 
High — 121.28 
Low — 114 
High — 122.12 
T./OW — 113.18 
High — 121.16 


The Treasury bonds consist of a number of issues with a variety 
of coupon rates and maturities. The coupons range at present 
from 4% per cent on the issue just cited to the 2 per cent of the 
Treasury 2’s of 1948-1950. The extreme variety of coupon 
rates is due to the practice of selecting at the time of issue a 
coupon rate that permits an offering at the exact price of par.®'^ 
Most of the issues have an optional maturity date, after which 
the Government may call the issue if it so chooses. Thus, the 
Treasury 4%’s mature in 1952, but the Government may call the 
issue at par at any time on or after the optional maturity in 1947. 

Prewar and Postal Savings Bonds. The Panama 3’s and Con- 
version 3’s, issued prior to World War I, are relatively small and 
have inactive markets. The former, with a very long maturity, 
represents a part of the financing of the Panama Canal, and the 
latter grew out of the conversion of certain circulation privilege 

"The offering of $100,900,000 of Ti-easury 3’s of 1946-1948 on May 27, 1936, by 
competitive bids which resulted in a sale at an average price of 103 4/32 to 
yield 2.67 per cent, represented an experiment which might be adopted to the 
profit of the Treasury. Commercial and Financial Chronicle, June 1, 1935, p, 
3650. The last previous bond issue sold in this manner was the Panama 3’s of 
1961, offered in March, 1911. 
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bonds in 1916 and 1917 under the terms of the Federal Reserve 
Act. The issuance of Postal Savings bonds was discontinued in 
1935 to be succeeded by United States Savings bonds discussed 
below. 

Treasury notes, certificates, and bills. Treasury notes resem- 
ble bonds in most respects except that,,their maturities run from 
one to five years. (Differences in tax status are discussed be- 
low.) Treasury certificates are also similar for the most part to 
bonds, but differ in that they have maturities of one year or 
less. (Certificates have not been offered for public subscription 
for some years.) Treasury bills have a maturity of one year or 
less but are issued without coupons, like a non-interest-bearing 
promissory note. An issue is offered for public subscription and 
allotted to those who will accept the smallest discount — that is, 
the lowest yield. The shorter the period an obligation has to 
run to maturity, the more stable its market price. Consequently 
notes and bills are particularly sought, by investors desiring the 
maximum of liquidity. They have a stable price and the best 
of marketability. Called bonds, bonds or notes close to maturity, 
and bonds or notes which have a nearby optional maturity and a 
coupon -sufl&ciently high so that call becomes likely will all be 
treated by the investor as short-term commitments. 

As regards yield characteristics. Treasury bonds will follow 
the general high-grade bond market, which shows less fluctuation 
in rate of return than the prime commercial paper market. 
Yields from short-term Government obligations will parallel 
prime cominercial paper rates. In both the long- and short-term 
money markets. Government obligations show yields substan- 
tially lower than those for private obligations. This difference 
is due partly to tax status and partly to the breadth and firmness 
of the market for Government bonds, which is invaluable in 
times of stress to large commercial banks. In an emergency the 
market for Government obligations can count upon open-market 
support from the Federal Reserve banks. 

Since yields for bonds are more stable than for short-term 
loans, we find that from 1920 on, coupon rates of Treasury bonds 
have ranged from 4% to 2 per cent, while similar rates for cer- 
tificates have ranged from 6 to .25 per cent. 

Savings bonds. The United States Postal Savings deposit ac- 
counts have become widely known and used in recent years, as 
a result of the loss of banking facilities in some communities 
through bank closings and the desire of many, small depositors 
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to avoid bank service charges. Interest is allowed on these de- 
posits at the rate of 2 per cent per annunij credited annually, 
except in the state of New Jersey, where the rate is one per cent.^^ 

After a successful distribution of United States Savings bonds 
from 1935 to 1941, the Government supplanted them with a very 
similar offering of Defense Savings bonds. The latter are issued 
for a period of ten years without coupons on a discount basis. 
Thus, a $1,000 par bond would be issued at $760, at which price 
the yield to maturity is 2.90 per cent compound interest. The 
bonds are redeemable at the option of the holder at any time after 
60 days at a price that represents a partial sacrifice of the accrued 
interest. These bonds may be obtained in denominations of 
$25, $50, $100, $600, and $1,000, but not more than $6,000 of 
bonds of nominal value may be purchased by one person in anj' 
one, year, and they are available only to individual buyers. 

To absorb the savings of more substantial investors, two other 
types, Series U Appreciation Plan Savings bonds and Series G 
Income Plan Savings bonds are offered to an aggregate amount 
of not more than $50,000 to any one purchaser in any year. The 
Series P bonds are much like the Defense Savings bonds in that 
they are sold at a discount, are non-transferable, and are redeem- 
able with the Government at the holder’s option. Their yield is 
but 2.63 per cent to maturity; they are sold at 74 and mature in 
12 years. The Series G bonds pay a cash return of 2i/2 per cent 
but if redeemed before their maturity at the end of 12 years they 
are worth less than the original purchase price of par so that the 
net yield is less than the nominal rate unless the bond is held 
for the full term. On the basis of redemption values. Series F 
and G must be held for 5 years and the Defense Savings bonds for 
3% years before a net yield of 1% per cent, the average savings 
bank interest rate, is earned. 

Non-interest bearing postal savings stamps, priced from 10 
cents to $6, can be purchased to be exchanged for Defense Sav- 
ings bonds when an amount equal to the purchase price of the 
latter has been accumulated. 

In addition to the foregoing interest-bearing obligations, the 
Government has created various other obligations which are held 

“ Bonds of the Postal Savings system were obtainable in exchange for deposits 
on January 1 and July 1 in denominations of 120 to S500, Discontinued in 
1936 after the advent of United States Savings bonds, those still outstanding 
are valiiable for the privilege of redeemability at par and accrued interest at 
the option of the Iiolder. They pay 2% per cent interest and mature twenty 
years from the date of their issue. 
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to meet specific future liabilities, as for the retirement of em- 
ployees in certain divisions such as civil service and foreign 
service. They represent accruals rather than a present liability, 
and since they are not held by the public, they have no invest- 
ment interest. Furthermore, it should be noted that they create 
no financial problem for the Government until the time comes at 
which the accumulating liability matures. 

Tax status. Until the later part of 1940 all United 'States ob- 
ligations except the Treasury and Savings bonds were wholly 
exempt from taxation.-® The expression “wholly exempt” does 
not apply to estate or inheritance taxes, which are levied upon 
every form of property. Even in the case of Treasury and Sav- 
ings bonds, interest from bonds with a principal of not more than 
$5,000 was wholly exempt. Partial exemption for these bonds 
in excess of $6,000 was afforded by their freedom from the Fed- 
eral normal income tax but not from the graduated surtaxes 
which are levied upon the incomes of individuals. 

With the issuance of Treasury bills dated November 13, 1940 
and Treasury notes dated December 18, 1940, a new policy of 
making Federal Government obligations fully subject to all Fed- 
eral income taxes was inaugurated. The principle was made 
mandatory in the Public Debt Act of 1941, Section 4 (a) of which 
provides: “Interest upon, and gain from the sale or other dis- 
position of, obligations issued on or after the effective date of this 
Act by the United States or any agency or instrumentality thereof 
shall not have any exemption .... under Federal Tax Acts now 
or hereafter enacted ” 

A minor exception is provided for obligations of the United 
States Maritime Commission and the Federal Housing Admin- 
istration which those agencies may have already contracted to 
issue at a future date. The change makes all Federal obligations 
issued on or after March 1, 1941 fully subject to all Federal 
taxes but they continue to be exempt both as to principal and 
interest from all taxes by the States and local taxing authorities, 
save (as formerly) for estate, inheritance, gift or other excise 
taxes.- 

Basis of government credit. Government bonds, as distin- 
guished from bonds of private corporations, represent loans that 
the legally constituted authorities of the government covenant 
and promise to pay on specified conditions. Contracts of this 


-’The topic of taxation is discussed in Chapter 29. 
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nature which are entered into between sovereign powers and 
private individuals differ in fundamental respects from contracts 
between individuals. In the event of failure on the part of a 
participant in a private contract to live up to the terms thereof, 
the remaining parties have the right to apply to the courts for 
satisfaction. If it appear^ that the other parties to the contract 
have been mjured by the acts or omissions of the. party breaking 
the contract, the court will afford relief against such a party by 
giving a judgment against the defendant and in favor of the 
plaintiff. Thus, when a private individual contracts to pay in- 
terest and principal on a loan and fails to do so, the lender may 
take the action to court and get a judgment against the bor- 
rower. This judgment gives the lender the right to attach all 
the property of the borrower located within the court’s jurisdic- 
tion. In contracts with a sovereign power, such as the United 
States, with any of the states of the Union, or with a foreign 
state, the right of an individual to sue is lacking. In other words, 
it is beyond the power of any individual to bring ordinary legal 
compulsion to bear against an unwilling debtor, if the debtor is a 
sovereign government. 

It is also true that, ordinarily, there is no specific security be- 
hind government bonds. For the payment of principal and in- 
terest of bonds issued by some of the weaker foreign powers, there 
is sometimes a pledge of certain sources of revenue, such as cus- 
toms duties, profits, or royalties from domestic monopolies, and 
the like; but this pledge is entirely different from the pledge of 
property under a mortgage. After all, if the borrowing power 
decided subsequently to sequester such sources of revenue by 
force, it might do so and the creditors would be powerless to ob- 
ject, unless the assets were in the custody of the creditor nation, 
or unless force was brought to bear by the creditors’ government. 

In view, therefore, of the very weak legal position of the holder 
of government bonds, it is customary to attribute a large part of 
their investment value to the wilhngness of the sovereign power 
to pay. Its good faith is, indeed, a factor of the utmost impor- 
tance. It is not advisable, however, entirely to overlook the 
ability of the borrowing power to pay, for, after all, the degree 
of willingness may depend in a large measure on the ease with 
which payments can be made. A study of defaults in govern- 
ment obligations wiU almost invariably show that such defaults 
were really the result of the inability of the government to meet 
its obligations without'the levying of very heavy taxes, with con- 
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sequent hardship to its citizens. Few politicians and few states- 
men have the necessary courage to urge the passage of tax laws 
that are onerous. The investor, therefore, in considering gov- 
ernment bonds, must weigh the reputation that the government 
has for promptly fulfilling its promises, as well as the relation of 
the total debt of the issuing power to its revenues, its wealth, 
and its income. ’ 

Position of United States bonds. Bonds of the United States 
are in no different legal position from bonds of any other sover- 
eign power. Their safety depends on the willingness of the 
people, as expressed through our Government, to meet their 
national obligations, and upon the ability of the nation to pa3^ 
The record of this country in meeting its obligations has been an 
excellent and exceptional one.^'* Because of the relatively great 
wealth and prosperity of the United States, an elaborate financial 
analysis of the general credit would seem unnecessary. While 
the obligations of the Federal Government will undoubtedly con- 
tinue to rank as the most highly rated investment, persons with 
historical perspective have been disturbed by the huge peace 
time debt expansion of the 1930's, when the national debt rose 
by a larger amount than during World War I. In that war the 
interest-bearing debt rose from $1,000,000,000 to $26,000,000,000; 
between 1930 and 1940 the total rose from $16,000,000,000 to 
$42,000,000,000. World War II has set in motion a defense pro- 
gram that makes further debt expansion inevitable. The cur- 
rent burden of this debt has been relatively moderate because of 
unusually low interest rates, but this situation would change if 
the cost of money rose because much of the debt is being con- 
stantly refunded. 

In any event, the cost of borrowed funds promises to be a sub- 
stantial item in the Federal budget for many years to, come. 
The situation will bear watching even though no immediate 
threat of default exists. Generally an overexpansion of the Gov- 
ernment debt which is held within the country does not lead to 
default but to inflation and a loss of purchasing power of the 

The refusal of the Federal Government to honor the gold clause in its debt 
contracts after changing the gold content of the dollar is regarded by many as a 
default. However, without attempting to determine the reasonableness of this 
belief, two points should be noted: first, full payments were continued in “law- 
ful money”; and second, prices had so declined at the time of the change in 
the gold standard that the purchasing power of this lawful money was greater 
than that of the dollar in use in the period during which moat of Iho debt was 
created. 
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standard of payment. This phenomenon is more fully discussed 
in Chapter 26. 

Government Guaranteed Obligations 
Rise of emergency agencies. During the difficult 1930’s, a 
number of emergency institutions arose which obtained 'funds 
from either the Federal treasury or by the sale of obligations to 
the investing public. Where the assets and operations of such 
agencies were not sufficient to support financing, the public credit 
was added by a guaranty of their issues. 

Government guaranteed obligations were outstanding in the 
following amounts on June 30, 1940: * 


Home Owners’ Loan Corporation 12,650,844,923 

Federal Fai-m Mortgage Corporation 1,279,360,313 

Reconstruction Finance Corporation. . . 1,100,250,767 

Commodity Credit Corporation 407,676,783 

United States Housing Authority 114,806,813 

Federal Housing Administration 7,608,816 


Total ' $6,660,438,414 


+ Dmly Statement of U. S. Treasury, July 31, 1940, p. 6. 

These obligations have the general investment and market 
characteristics of Treasury issues. However, the liability is in- 
direct, they have somewhat less active markets, and they gen- 
erally show slightly higher yields. Interest from such obligations 
is exempt from state and Federal income taxes, save surtaxes on 
individual incomes. A brief description will serve to indicate 
the general nature of each of these institutions. 

Home Owners’ Loan Corporation 
The Home Owners’ Loan Corporation was formed (1933) to 
aid the small home owner who was in danger of losing his home 
through foreclosure. About $3,000,000,000 of loans were made 
to slightly over 1,000,000 borrowers. The great majority of the 
bonds issued by this corporation were exchanged directly for first 
liens on homes where the loan was in default, or to recover homes 
lost through foreclosure. In order to be eligible for a loan, (1) 
the home could not be worth over $20,000; (2) the loan could 
not exceed 80 per cent of the appraised value; and (3) the loan 
could be made only to retire an old loan, pay delinquent taxes, 
or care for approved repairs and remodeling. The loans made 
were to be repaid by monthly amortization over a fifteen-year 
period. 
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Originally, the bonds offered were guaranteed by the Federal 
Government only as to interest, a fact which resulted in their sell- 
ing at a discount. To raise the price and lower the coupon re- 
quired, a full guaranty was given. As a result of refunding, all 
the issues outstanding are now fully guaranteed. Exemption 
from taxation is complete except with respect to graduated sur- 
taxes and estate and inheritance taxes, save for any obligations 
issued on or after March 1, 1941, which will be subject to all 
Federal income taxes. These HOLC bonds are substantially a 
government obligation, and will be retired as the assets are 
liquidated through repayment. 

Fbdehal Fakm Mortgage Corporation 

Under the Emergency Farm Loan Act of 1933, a special loan 
fund was created and placed under the control of the Land Bank 
Commissioner, to give aid to farmers who would otherwise lose 
their property to creditors. The size of such loans made it neces- 
sary to take risks which precluded their acceptance by the Fed- 
eral land banks. This emergency fund was finally placed under 
the Federal Farm Mortgage Corporation, created under the act 
of that title of January 31, 1934. This organization and its 
predecessor were permitted to lend on the security of either first 
or second mortgages and on either real or personal property. 
The amount of such loans, when added to any prior liens, was 
not to be more than 75 per cent of the appraised normal value 
of the property mortgaged, and not more than $7,500 was to be 
allowed to any one borrower. The bulk — about three fourths — 
of these loans was used to refinance previously existing mortgage 
debt. The remainder went to refund short-term debt, pay taxes, 
buy equipment, repair buildings or make other improvements, 
and repurchase land lost through foreclosure. In a substantial 
number of cases, creditors were willing to accept less than the 
full amount of their claim, in order to enable the farmer to meet 
the loan requirements and so obtain the means of liquidating 
the claim of creditors. Generally the farmer received bonds of 
the Federal Farm Mortgage Corporation with which to pay his 
creditors, rather than actual cash. Through this plan the farmer 
was able to secure a loan not otherwise obtainable, on terms of 
payment which increased the possibility of his meeting his pay- 
ments; the creditor, on the other hand, was able to convert a 
frozen loan into a liquid asset. 
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In view of the risk involved in such loans, direct, unsupported 
financing, such as that of the Federal land banks, was out of the 
question. Instead, the Federal Farm Mortgage Corporation is- 
sued bonds carrying the guaranty of the United States as to 
both principal and interest. About a billion dollars of these 
bonds were created with coupon rates of 3 % and 3 per cent. In 
addition to the guaranty of the Government, the Federal Farm 
Mortgage Corporation has a government-subscribed capital stock 
of 1200,000,000. The tax status of the corporation’s bonds is like 
that of HOLC bonds — that is, complete exemption except from 
the graduated surtaxes on individuals’ incomes, and estate and 
inheritance taxes. 

Reconstruction Finance Corporation 
The Reconstruction Finance Corporation was created in 1932 as 
an emergency institution to aid financial and other institutions 
whose needs could not be met through normal private channels. 
It made loans, where adequate security appeared present, to 
banks, railroads, building and loan associations, and other private 
institutions, and to municipalities. It also allocated funds, usu- 
ally through the purchase of capital stock, to other government 
agencies and corporations including the Home Owners’ Loan Cor- 
poration, the Land Bank Commissioner, Federal Housing Ad- 
ministration, and the Federal National Mortgage Association. 
Some of these advances, as to the Works Progress Administra- 
tion, were cared for out of Treasury advances which were subse- 
quently written off; other items, such as loans to railroads and 
municipalities, were represented by bonds that in some cases 
were sold later to the public at a profit. 

In addition to a capital stock of $500,000,000 subscribed by the 
Federal Treasury, the corporation borrowed considerable sums 
from the same sources. The recent trend has been to repay these 
latter borrowings and to sell its own notes in the open market. 
Such notes are fully guaranteed by endorsement as to both prin- 
cipal and interest by the United States Government and have 
the same tax exemption as the other Government guaranteed 
obligations previously described. 

Commodity Credit Corporation 
The Commodity Credit Corporation was created with a Dela- 
ware charter in 1933 principally to make loans to producers 
' desirous of carrying agricultural commodities during the market- 
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ing period. That this agency is designed as much to support 
farm prices as to finance agriculture is indicated by the fact that 
borrowing farmers may abandon the collateral to the corporation 
if its value falls below the amount of the loan without incurring 
any personal liability for the deficiency. Cotton, corn, tobacco, 
wheat, butter, and a number of other farm commodities have 
been financed. The capital of $100,000,000 was furnished, and 
must be maintained, by the Federal Treasury. To obtain addi- 
tional funds the corporation is authorized to sell bonds, notes, or 
similar obligations up to $900,000,000. These obligations are 
fully guaranteed by the United States Government and have the 
same partial tax exemption as the other guaranteed obligations 
described here. 

United States Housing Authority 

The United States Housing Authority was set up as a corpora- 
tion under the United States Housing Act of 1937 to give finan- 
cial assistance to states and other governmental bodies engaged 
in slum clearance or low-rent housing projects. A part of such 
advances may be outright grants or subsidy, and the balance, 
loans for long periods at low interest rates. As of December 
31, 1939, the authority had a capital stock of $1,000,000 supplied 
by the Federal Treasury and a paid-in surplus of $145,908,200. 
It was authorized to issue notes or other obligations up to 
$800,000,000 with maturities up to 60 years. Like the previously 
described guaranteed obligations, these are fully guaranteed by 
the Government and are tax exempt save for surtaxes and estate 
and inheritance taxes. 

Government Instrumentalities; Without Guarantee 

Federal Farm Loan Bonds 

Agricultural credit need. Prior to 1916 the need for more 
adequate rural credits was widely felt. Farm mortgage loans 
bore interest rates that ran to 8 per cent. They were often for 
short terms so that commissions and bonuses were burdensome 
and not infrequently brought the effective rate of interest to more 
than 10 per cent. With the inauguration of the Federal Reserve 
System in 1914 to improve the commercial banking structure of 
the country, there was pressure to do something for the farmer. 

It is significant that the Federal Reserve Act, as originally 
passed, 'made a gesture of assistance by permitting the new Fed- 
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eral Reserve banks to rediscount for member banks their agri- 
cultural paper with a maturity of six months as against a limit 
of 90 days’ maturity for commercial paper rediscounts. Later, 
the maturity limit on farm paper, was increased to 9 months. 
But the difficulty was more fundamental. Farmers were lim- 
ited in the commercial banking field to small local unit banks, 
usually of very limited resources. No branch bank system such 
as existed in Canada was permitted which could convey funds 
from the well-provided urban centers to such places as might be 
most lacking in short-term loans. Even if a local bank was will- 
ing to and could borrow from the larger cities, it was limited by 
its own resources. Since the local bank had to concentrate its 
risks in a single area, it was obliged to be ultraconservative or 
to undertake risks that were fatal for a situation lacking diversi- 
fication. That many pursued the latter course is evidenced by 
the unusual mortality of rural banks throughout our history, a 
record that probably can be duplicated in no other country. 

In view of these facts, it is not strange that the agricultural 
interests of the country should urge the passage of legislation 
to facilitate such financing as they require; and, when one con- 
siders the basic role played by our agricultural industry, it is per- 
fectly logical that adequate funds should be provided, under 
satisfactory banking arrangements, for purposes of legitimate 
financing. These ends were sought in the passage of the Federal 
Farm Loan Act in July, 1916. 

Types of banks created by Federal Farm Loan Act. Two 
types of banks were created under this system: first. Federal 
land banks, and second, joint stock land banks, both of which 
were designed to provide funds necessary for long-term financing 
— that is, loans on mortgages. Subsequently, in 1923, by amend- 
ment of the original act. Federal intermediate credit banks were 
established to provide funds for the financing of operations that 
require, as a maximum, three years for their consummation. In 
other words, the Federal intermediate credit banks were designed 
to meet such requirements as were not or could not be met by 
the commercial banks and which did not necessitate a long-term 
mortgage. 

Establishment and organization of Federal farm land banks. 
Under the terms of the original act, continental United States 
was divided into twelve districts to be known as the Federal land 
bank districts, and in each district a Federal land bank was 
established. In setting up these districts, consideration was 
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given to such factors as total land area, area in farm land, amount 
of outstanding mortgage indebtedness, the value of farm lands 
and buildings, population — ^both rural and urban — and the gross 
value of farm products. An attempt was made to spread the 
risk by grouping together states with unlike crops and resources. 
The ultimate territories set up are shown in Figure 21. These 
districts have now becoiRe the basis for the organization and 
control of all the various farm credit agencies, as well as of the 
Federal farm land banks. 

Under the present amended law, all of the various Federal agri- 
cultural credit agencies are coordinated and governed by the same 
board of directors that controls the Federal land banks. Each 
bank has seven directors, three of whom are known as local direc- 
tors and are chosen in the following way : one is chosen by and is 
representative of the national farm loan associations, one is 
chosen by the productive credit associations, and one by the bank 
for cooperatives. (Such of these organizations as have invest- 
ment interest are discussed below.) Three more directors, 
known as district directors, are appointed by the governor of the 
Farm Credit Administration, two of whom are to represent the 
public interest and one, who must be a borrower, to represent the 
national farm loan associations and borrowers through agencies. 
The seventh director, known as the director-at-large, is to be ap- 
pointed by the governor of the Farm Credit Administration and 
is subject to removal by the latter. The governor himself is ap- 
pointed by the President of the United States. 

Capitalization of national farm loan associations. Before 
starting business, every Federal land bank was required to have a 
subscribed capital of not less than $750,000, to be divided into 
shares with a par value of $5 each, which might be subscribed to 
and held by any individual, firm, or corporation, by the govern- 
ment of any state, or by the United States. Stock of the Federal 
farm land banks owned by the United States Government is not 
entitled to dividends, although this is not true of all other stock 
outstanding. The act further provides for the formation of cor- 
porations to be known as national farm loan associations, which 
^may subscribe to and hold stock in Federal farm loan banks. 
The stock that these associations hold cannot be transferred or 
hypothecated. Voting rights, furthermore, attach only to the 
stock owned by farm loan associations and the Government. 
The purpose of forming such associations was to create media 
through which loans might be made by the Federal land banks. 



U. S. OBLIGATIONS AND INSTRUMENTALITIES 631 

Each such association is a local corporation and must be made 
up of ten or more individuals, each of whom are borrowers from 
the banks. Each borrower is required to subscribe to an amount 
of stock in the association equal to 6 per cent of his loan. The 
proceeds of these subscriptions are then invested by the associa- 
tions in an equal amount of Federal land bank stock, which is 
held by the issuing bank as additional security for the loan and 
is eventually retired by its payment. 

Functions of farm loan associations. These farm loan as- 
sociations are required to indorse all loans that are made through 
them and are also responsible for supervising collection of in- 
terest and amortization payments, for reporting delinquencies in 
the payment of, taxes, and for applying the proceeds of all loans. 
In view of the fact that each farmer borrower has a stock invest- 
ment that may be used to meet the obhgations of his associa- 
tion, there is a mutuality of interest among members to see that 
all loans taken are good and that proper safeguards are provided 
for keeping up payments and taxes. The associations’ stock- 
holders are also liable for an additional amount equal to the par 
value of their stock for any indebtedness incurred prior to June 
17, 1933. This local responsibility is designed to relieve the bank 
from much of the details which it would otherwise be required to 
meet. In those localities that fail to produce their own farm loan 
associations, as above provided, the farm loan bank may appoint 
an incorporated bank, a trust company, a mortgage .compairy, or 
a savings bank to act as agent in negotiating loans. On Decem- 
ber 31, 1939, the total number of active loan associations in op- 
eration was 3,722. 

Over 98 per cent of the original capital of 1750,000 for each 
bank, or 19,000,000 for the entire system, was originally sub- 
scribed to by the Federal Government. The law provided for 
the general repayment of this stock, so that it would be replaced 
by stock held by the local loan associations. In the succeeding 
years, all but a nominal amount of the Government’s stock was 
retired. In 1932, however, the financial position of the banks 
was such that the Government deemed it wise to bolster the 
situation by subscribing for $125,000,000 of stock. The enabling 
legislation provided that $25,000,000 of this capital should be- 
used exclusively for the purpose of supplying the banks with 
funds to use in their operations in place of any amounts of which 
they might be “deprived by reason of extensions to borrowers.” 
In effect, it safeguarded the banks against possible losses that 
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might arise from the extension of the time of payments to bor- 
rowers, as provided for in the act.^® 

Functions of Federal land banks. The principal function of 
the Federal land banks is to lend money secured by first mort- 
gages on farm property on the following terms: loans may be 
made only to bona fide farmers engaged, or about to engage, in 
the cultivation of the farin mortgaged. Each loan must be se- 
cured by a duly recorded first mortgage on farm land within the 
district in which the bank is situated. Such mortgages may not 
exceed 60 per cent of the appraised value of the land plus 20 
per cent of the appraised value of the permanent insured im- 
provements thereon; nor shall any loan be for more than $50,000. 
Interest on such loans shall not be over 6 per cent per annum, nor 
more than one per cent in excess of the coupon rate of the bank’s 
last bond issue, and shall be payable in annual or semiannual 
installments. At the same time an additional amount is paid 
that will cancel the entire loan in not less than five, or not more 
than forty, years. Borrowers, however, are given the privilege of 
paying off the unpaid balance, or any number of unpaid install- ' 
ments, after five years; and, under certain conditions, they may 
be allowed to pay the loan off at an earlier date, provided that 
the bank is compensated for the cost of making the loan. 

An application for a loan is investigated first by a loan com- 
mittee of the local association. This committee investigates the 
character and the financial responsibility of the applicant and 
the security offered. A report is then rendered to the land batik, 
which report must be assented to and signed by all three mem- 
bers, none of whom may have a personal interest in the loan. 
The report must further state the estimated value of the prop- 
erty, as well as such collateral information as comes to the atten- 
tion of the board. It is then submitted, with the application 
attached, to the directors of the bank. If ail the requirements 
are met, the property is then appraised by a Federal appraiser 
appointed by the Federal farm loan bank, and reviewed by the 
chief appraiser of the bank, who then submits the application, 
with his recommendation, to the executive committee of the bank 
for final action. No mortgage is eligible as security for a bond 
issue, however, until it is further approved by the Farm Loan 
Board. 

Federal land bank bonds. In order to provide the consider- 
able sums required for lending, these banks are permitted to sell 

^‘Commercial and Frmndcd Chronicle, Jaa. 2,3, 1932, p. 611. 
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so-called debenture bonds, which are protected by collateral. All 
bonds are secured by an equal amount of first mortgages on farm 
property, such as those just described, or by United States Gov- 
ernment securities. As mortgage loans are reduced by amortiza- 
tion, additional mortgages or Government securities must be de- 
posited in the amount of such reductipn. No bank is permitted 
to issue or obligate itself for outstanding bonds in excess of twenty 
times its paid-up capital and surplus, or to receive from any 
national farm loan association additional mortgages when the 
principal remaining unpaid upon mortgages already received 
from such association shall exceed twenty times the amount of 
of capital stock owned by such association. The bonds now 
outstanding are all consolidated farm loan bonds, that is, they 
are the joint and several liability of all the twelve banks. 

While the bonds issued by the Federal land banks are consid- 
ered as "instrumentalities of the government of the United 
vStates,’' and are exempt as to principal and interest from all 
Federal, state, and local taxation, except estate or inheritance 
taxes, they are not in any way guaranteed by the Government. 
Despite this lack of guaranty by the Government, bankers are 
strongly disposed to feel that in the event of default the Govern- 
ment would give very powerful support. This opinion, however, 
is merely based on the close relationship which the Government 
assumed in starting these banks and which it has continued to 
maintain in the banks’ operations.®® Its action in subscribing 
heavily to new stock in 1932, already referred to (page 631), is 
significant.®^ 

Statistics of operation. After the sharp reduction in agricul- 
tural income during 1920 and 1921, and the settlement of the 

““Hon. Charles E. Hughes, acting as private counsel for a group of bankers 
at the time they were investigating an early issue of Federal land bank bonds, 
said in part; 

“Taking into consideration the facts which have been stated with respect to 
the organization and control of the Federal land banks, I am of the opinion 
that the Farm loan bonds which are about to be issued by the banks under the 
authority and direction of the Federal Farm Loan Board by virtue of the 
power conferred by Congress, and which have been expressly declared by Con- 
gress to be instrumentalities of the Federal Government, must be regarded 
as obligations having the support of the good faith and credit of the United 
States. And while such obligations, because of the nature of sovereignty, con- 
fer no right of action against the United States without its consent, being only 
binding on the ‘conscience .of the sovereign,’ and hence in this aspect invite 
reliance on the sense of justice of Congress, still the actual relation of the issue 
of these bonds affords additional grounds for sustaining their Validity.” 

” Other forms of aid are reported in the t^econd Annual Report oj the Farm 
Credit Administration, 1934. 
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question of constitutionality of the enabling act, the Federal land 
banks expanded their operations until in the late 1920’s they had 
one and a quarter billion dollars of outstanding loans. Another 
accession of business caine after the crisis of 1933, so that in 
1935 total loans amounted to over two billions. Repayments 
and liquidation m excess pf new loans have caused a declining 
trend in the total loan figure since that date. 

The consolidated balance sheet of the twelve Federal farm 
land banks on December 31, 1939, as reported by the Farm Credit 
Administration, follows: 

CONDENSED CONSOLIDATED STATEMENT OF CONDITION OP 
THE FEDERAL LAND BANKS; DECEMBER 31, 1939* 
(Thousands of Dollars) 


Asseln 

Mortgage Loans 1,896,213 

Delinquent Installments 40,477 

Unmatured Extensions 4,999 

Purchase Money Mortgages and Contracts . . . 96,016 

Cash ■ 60,228 

Duo from U. S. Treasury 8,424 

U. S. Government Obligations 88,874 

Other Securities 21 

Aconied Interest Receivable (not due) 27,676 

Real Estate O^vned 106,207 

Sheriff’s Certificates, Judgments, etc 20,687 

Loans Called for Foreclosure, etc 19,760 

Banking House and Fixtures (net) 6,867 

Miscellaneous Assets 8,727 

Total 2,372,176 


LdaMlities 

Farm Loan Bonds Outstanding 1,742,836 

Matured Obligations 2,940 

Notes Payable 4,656 

Accrued Interest Payable (not due) 19,073 

Other Liabilities 14,879 

Valuation Reserves 72,003 

Capital Stock 236,476 

Paid-in Surplus 187,875 

Legal Reserve 56,922 

Reserve for Contingencies 19,994 

Earned Surplus 6,000 

Undivided Profits 9,622 

Total 2,372,176 


* Seventh AnvueU Repont of Farm Credit Administration, 1939, p. 26, 168-157. 
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The chief asset is the item of net mortgage loans, which con- 
sists of only the net balances of unpaid principal not yet ma- 
tured; this item amounts to 80 per cent of the total assets. The 
original detailed report (p. 21) shows that 79.5 of these mort- 
gage loans have all their matured installments of principal and 
interest paid. The "Delinquent Instalments” amount to 2.1 per 
cent of the "Mortgage Loans.” The “Purchase Money Mort- 
gages and Contracts,” “Real Estate Owned,” "Sheriff’s Certifi- 
cates,” and “Loans Called for Foreclosure” represent the liquida- 
tion of defaulted mortgages. Their total of $240,670,000 is 10.1 
per cent of total assets, or 12.8 per cent of "Mortgage Loans.” 
It will be noted that “Valuation Reserves” amounting to $72,- 
003,000 have been set up to cover expected losses on these assets. 

The liability side of the balance sheet shows bonds outstanding 
in an amount equal to 7.3 times the capital stock, or considerably 
better than the permitted ratio of 20 times. Almost all the 
original $9,000,000 of stock with which the banks were founded 
was subscribed by the Federal Government. This stock was 
gradually repaid as funds came in from the stock taken by the 
national farm loan associations. The retirement process was 
completed by March 31, 1934.-® As a result of unusually severe 
depression conditions, the Emergency Farm Mortgage Act of 
1933 was passed, which provided for a new subscription to bolster 
the credit of the banks and provide coverage for a policy of 
greater leniency. As a result, $125,000,000 of additional stock 
was subscribd for by the Government, to be gradually retired in 
the future in much the same manner as the original stock. A 
further provision of this act required the Secretary of the, Treas- 
ury to subscribe a paid-in surplus in an amount equal to exten- 
sions and deferments authorized by this law and made during a 
five-year period 'beginning in 1933. This special surplus is shown 
in the balance sheet. It is apparent that the satisfactory pro- 
portions shown in the consolidated balance sheet are largely due 
to this generous aid from the Federal Government. 

Summary. Agriculture is a basic industry. If mortgage 
loans on farm properties are based on conservative appraisals 
and suitable repayment terms are made, bonds issued against 
such mortgages should be considered of investment quality. In 
view of the political character of the organization, it was at first 
feared that loans would be made on the basis of overextended ap- 


Second Annual Report of the Farm Credit Administration, 1934. p, 23. 



636 


U. S. OBLIGATIONS AND INSTRUMENTALITIES 


praisals. The banks, however, with the aid of the Government, 
have weathered a rather prolonged and extended depression in 
the agricultural industry. Their position appears sound. It 
seems probable, however, that the period allowed the farmers for 
the repayment of loans (forty years) is longer than conservative 
finance would dictate. TJhe loan repa 5 nnent under even a thirty- 
year amortization plan gives only a small reduction of principal 
in the early years. If, in ordinary years, a borrowing farmer can- 
not pay two times the very low interest rate called for, it is doubt- 
ful whether the loan is sound. (The interest rate is less than 
one half that paid by many farmers before the land bank system 
was inaugurated.) Too lenient terms may not only weaken the 
position of the lending institution by leaving little margin with 
which to meet emergency conditions, but it may also, in more 
ordinary times, encourage speculation in farm lands and bolster 
speculative values. 

However, the very evident Government support accorded these 
institutions and the farmer borrowers in 1983 and 1934 have 
created a decidedly favorable rating for the Federal land bank 
bonds. Rising prices also increase farm property values. The 
activities of the Agricultural Adjustment Administration have 
favorably affected farm income over the short-term, although 
they have been regarded as an unsettling factor over the long- 
term because of the tendency of artificially supported prices to 
destroy foreign markets and stimulate production. Tax exemp- 
tion and Government support have resolved such doubts as any 
unfavorable factors might create to give the land bank bonds 
high standing. 


Joint Stock Land Banks 

Organization, In contrast with the Federal land banks, which 
are essentially mutual corporations the voting stock of which is 
owned either by the Government or by national associations 
made up of borrowers, the joint stock banks are essentially pri- 
vate, although regulated, corporations with stock owned by the 
public. These banks were organized under the Farm Loan Act 
and operated in the same general manner as the Federal land 
banks, except that all loans were made directly to the farmer and 
the banks were not permitted to seU bonds beyond fifteen times 
their capital stock and surplus. Confined to smaller territories, 
they lacked the diversification of the Federal system. 
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Further discussion of the details of their organization and 
operation is not necessary here because the banks are now in 
liquidation. During the time they operated, chief investment 
interest centered in their bonds, which varied in quality with the 
location of operations and the reputation of the management. 
After 1929, the increased likelihood of losses from farm-lending 
operations gave the bonds a somewhat speculative position.^" 
When the Emergency Farm Mortgage Act of 1933 was passed, it 
provided for the eventual liquidation of these banks by stipulat- 
ing that they should issue no more tax-exempt bonds and make 
no more farm loans except as an incident to the refinancing of 
their existing loans or the disposal of real estate acquired. In 
order to make for orderly liquidation, the Reconstruction Finance 
Corporation was authorized to make them loans, provided that 
the joint stock banks would agree to certain requirements which 
would mean more lenient treatment of farmer borrowers. 

Financial position. The great change in the position of this 
group of institutions may be realized by comparing their total 
assets of $640,000,000, as of December 31, 1929, with the amount 
indicated in the combined statement for December 31, 1939, 
shown here : 

COMBINED ASSETS AND LIABILITIES OF JOINT STOCK LAND 
BANKS: DECEMBER 31, 1939 



(Thousands of Dollars) 


Assets 


Liabilities 


Mortgage Loans 

62,878 

Bonds 

96,871 

Sales Contracts and Purchase 


Notes Payable 

7,611 

Money Mortgages 

22,212 

Miscellaneous Liabilities. . . . 

3,860 

Cash and Securities 

26,439 

Capital Stock & Paid-in Sur- 


Real Estate, Sheriffs’ Certi- 


plus 

31,233 

cates, etc 

36,911 

Earned Surplus, Reserves, and 


Other Assets 

2,102 

Undivided Profits 

9,977 


149,542 


149,542 


The orderly liquidation of these banks, for the most part with- 
out receivership, has been made possible through two chief fac- 
tors: (1) the ability of borrowers to shift their loans to the 
Federal land banks and the Federal Farm Mortgage Corporation ; 

"Joint stock land bank bonds showed a price movement veiy similar to 
the prices of farm products during 1932-1933. Even Federal land bank bonds 
showed some sympathetic movement, although not to the same extent nor at 
to depressed a level Charted in Moody’s hiveslment Survey (New York: 
Moody’s Investors Service, Jan. IS, 1934), p. 1486. 

’’^Seventh Annual Report oj the Farm Credit Administration, 1939, pp. 228-231. 
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and (2) the opportunity to purchase their own bonds in the open 
market at substantial discounts, which provided surplus to meet 
losses. As a result of these market purchases and the improved 
outlook, many of the bond issues showed substantial price ad- 
vances as the liquidation progressed. 

Interm’ediatj!) Credit Banks 

Functions and powers. The Federal intermediate credit 
banks, created under the authority of the Agricultural Credits 
Act of 1923, are intended to serve the short-term and intermedi- 
ate credit needs of the farmer, as the land banks do his long-term 
credit needs. They are not authorized, however, to make any 
direct loans to farmers.®^ 

There are twelve of these institutions located in the same cities 
and under the same control as the twelve Federal land banks. 
Their lending operations consist of: 

1. Discounting farmers' and stockmen's promissory notes when 
indorsed: (a) by private credit agencies, such as national or state 
banks, agricultural credit corporations, and livestock loan com- 
panies; or (b) by cooperative organizations, such as production 
credit associations, and regional agricultural credit corporations. 

2. Lending to cooperative associations of agricultural pro- 
ducers. 

3. Accepting drafts, suitably secured by warehouse receipts or 
other documents, givmg title to agricultural staples, when drawn 
by .producers' cooperative associations. 

4. Lending to cooperative purchasing associations formed to 
buy farm supplies for members. 

There are various restrictions designed to insure sound loans. 
Maturities accepted are ordinarily from three months to one 
year and cannot exceed three years. 

Financing through debentures; scope of operations. These 
banks are authorized to issue debentures up to ten times their 
paid-in capital and surplus. Such issues cannot have a maturity 
of more than five years and must be secured by at least an equal 
face amount of cash, notes, or other obligations discounted. 


“For further discussion, see Baird, Frieda and Benner, C. L., Ten Years of 
Federal Intermediate Credits (Washington, D. C : Brookings Institution, 1933). 
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While these bonds are not a direct obhgation of the government, 
they are regarded as instrumentalities thereof and are exempt 
from all taxes, except inheritance taxes. All the capital stock of 
the intermediate credit banks is held by the government. As in 
the Federal Land Bank System, mutual liability exists on the 
part of all the banks of the system. The following balance sheet 
shows the position of these banks: 

COMBINED STATEMENTS OF THE TWELVE INTERMEDIATE 
CREDIT BANKS; AS OF DECEMBER 31, 1939’* 

(Thousands of Dollars) 


Assets 1,939 

Loans and Discounts: 

Financing Institutions (net) . . . . 180,163 

Cooperative Associations 1,835 

Banks for cooperatives 17,911 

Cash on Hand and in Banks ... 52,707 

United States Government Obligation^, Direct 

and Fully Guaranteed 74,799 

Other Assets 1,358 

Total 328,763 

Ldahilities 

Debentures Outstanding (uniiiatured) 207,200 

Other Liabilities 2,403 

Capital Stock Paid In 70,000 

Surplus Paid In 30,000 

Earned Surplus 16,460 

Reserved for Contingencies 2,700 

Total 328.763 


* Seventh Annual Report of Uie Farm Credit Admmiatration, 1939, 
p 69. • 

The investment standing of the consolidated collateral trust 
debentures of the intermediate credit banks is very high, but their 
usually short maturities have made them more attractive to the 
commercial bank than to the ordinary investor. Their prime 
quality is explained by: (1) the short maturity of and the char- 
acter of the security for the loans made by the intermediate credit, 
banks are such as to minimize losses; (2) the net worth, in the 
form of capital stock and surplus, is substantial in relation to the 
debenture liability; (3) the stock is owned by the Federal Gov- 
ernment; and (4) the banks are jointly and severally hable for 
all obligations. The debentures dso enjoy full tax exemption. 
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Federal Home Loan Banks 

In 1932, twelve Federal Home Loan banks were created to 
serve home mortgage lending institutions much as the Federal 
Reserve banks serve commercial banks. They make short- and 
long-term (amortized over a period of not more than ten years) 
loans to member institutions, which may be savings and loan 
associations, savings banks, and life insurance companies. Most 
of the membership has consisted of the first class of institution. 
The capital stock of these banks is owned by the Government and 
the members, the latter subscribuig an amount equal to one per 
cent of their mortgage holdings. When the lending operations 
of the banks require more funds than are available from the 
stockholders’ investment, Consolidated Debentures are sold. 
These may be issued up to an amount equal to five times the 
paid-in capital but not in excess of the secured notes or obliga- 
tions of member institutions held by the banks, Unlike the 
bonds of the Federal land banks, the debentures of the Federal 
Home Loan banks '"are only partially exempt and are subject to 
the graduated surtaxes. 

Federal National Mortgage Association 

The Federal National Mortgage Association was incorporated 
in 1938 under the provisions of Title III of the National Housing 
Act. Capital of $10,000,000 and paid-in surplus of $1,000,000 
was provided by the Reconstruction Finance Corporation. Its 
main purpose was to make, purchase, and deal in first mortgages 
on homes not exceeding $16,000 insured under the Title II pro- 
visions of the same act. _ It has been chiefly active in buying such 
mortgages made by local mortgage companies or other institu- 
tions as lacked funds of their own to carry them and were unable 
to find a ready market elsewhere. To finance such holdings as 
it could not resell, it has issued its own notes. It has the power 
to issue its own credit obhgations up to twenty times its capital 
and paid-in surplus. Such issues are partially exempt in the 
same manner as those of the Federal Home Loan banks. 

In conclusion, two points should be kept in mind with respect 
to these “instrumentalities of the Government.” In the first 
place, the obligation of the Government, whether a legal one as 
a result of a guaranty, or merely a moral one, is not ordinarily 
expressed as a part of the outstanding Federal debt. However, 
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one who is analyzing the latter should always keep this “unseen 
debt” in mind. In the second place, many of these organizations 
have funds invested in them by the Government, and to the ex- 
tent that these amounts are repaid in the future, they will permit 
debt reduction. In this respect assets exist that are sometimes 
overlooked. 
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State bonds differentiated from municipal bonds. The term 
“municipal bond,” in contrast with “government bond,” is some- 
times loosely applied to the obligations of states, as well as to 
counties, municipalities, and other political subdivisions. How- 
ever, fundamental differences exist among the various types of 
securities thus classed together. The most important difference 
is between state bonds and the obligations of political subdivi- 
sions of states. Under the Constitution of the United States, 
each individual state is a sovereign power in itself as to all powers 
not specifically delegated therein to the Federal Government nor 
prohibited by the Constitution to the states. Thus, the legal 
status of state debts is much the same as that of United States 
debts: such debts rest on the good faith and willingness of the 
states to pay their obligations when due. Legal compulsion can- 
not be brought to bear by individuals against a state.’ It is true 
that one state may sue another state, but this is of little comfort 
to an individual who holds the bonds of a defaulting state.^ 
With a political subdivision of a state, however, the situation 
is different: if the subdivision fails to pay matured obligations, 


' There are eleven states, California, Indiana, Ohio, Pennsylvania, Nebraska, 
Nevada, North Dakota, South Dakota, Washington, Wisconsin, and Wyom- 
ing, which do permit their citizens to institute suits against them. 

’ In certain instances, holders of defaulted state bonds have donated them 
to other states, which subsequently brought suit against the defaulting state. 
Thus a holder of North Carolina bonds donated $10,000 of them to South 
Dakota, which carried the case to the United States Supreme Court and 
received $27,410. 
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suit may be brought against it. Because of this important dif- 
ference between the state and its subdivision, the better practice 
is to classify their obligations separately and confine the term 
“municipals” to city, county, village, town, and tax district bonds. 

It is interesting to recall briefly the history leading up to the 
present situation in respect to state bonds. At the time the 
Constitution was under discussion, there was a strong sentiment 
in favor of state rights. The idea of a strong federal government 
was not then generally accepted. Accordingly, the individual 
states insisted on retaining a large measure of autonomy in their 
fiscal relations. Among the specific restrictions placed upon 
them were the following: they were not allowed to coin money, 
to issue bills of credit, or to declare anything but gold and silver 
legal tender; they were also prohibited from levying import, 
export, or tonnage duties. Furthermore, no state was permitted 
to pass laws that impaired obligations or contracts. On the 
other hand, under the Tenth Amendment to the Constitution, 
such powers as were not specifically “‘delegated to the United 
States by the Constitution, nor prohibited by it to the States,” 
were “reserved to the States respectively, or to the people.” The 
creation of debt is one of the powers neither delegated nor pro- 
hibited, and is clearly implied in the Tenth Amendment. 

At the time the Constitution was adopted, the right of an in- 
dividual to sue an individual state apparently was not considered. 
However, in 1793, a suit was brought against the state of Georgia 
by a resident of North Carolina. Immediately the question as 
to whether an individual might sue a state was raised.® _ This 
case was tried before the Supreme Court and decided in the 
affirmative. The decision was decidedly unpopular, in view of 
the growing Republican sentiment at this time, and resulted in 
the adoption, four years later, of the Eleventh Amendment, 
which read as follows: 

The judicial power of the United States shall not be construed to extend to 
any suit hi law or equity, connnenced or prosecuted against one of the United 
States by citizens of another state, or by citizens or subjects of any foreign 
state. 

Thus the present situation is explained in so far as it interests 
the investor. It is true that there was probably no thought of 
debt repudiation when ratification of the Eleventh Amendment 
was sought, nor for some years after. Yet, when matters came 

''Chisholm v. Georgia, 2 Dali. (U. S.) 419. 



644 


CIVIL OBLIGATIONS— STATE BONDS 


to such a pass that some of our states found it expedient to 
default on their bonds, a convenient refuge from legal action in 
Federal courts to enforce payment was found in the Eleventh 
Amendment. 

In contrast with the sovereign position which the states oc- 
cupy, counties, cities, towns, and other incorporated districts, 
such as drainage, school, and levee districts, are creatures of the 
state in which they are located. That is to say, they are corpora- 
tions created by the state and therefore continue their legal ex- 
istence on the sufferance of the state. In fact, the charters under 
which municipalities exist may be amended or even repealed by 
the state. Accordingly, counties, towns, cities, and special dis- 
tricts created within a state occupy a position that is decidedly 
subordinate to the state from a legal standpoint. 

It is the subordinate legal position occupied by municipalities, 
as we shall designate these divisions, that makes it legally pos- 
sible’for a private individual to bring suit against them without 
their consent. The legal action customarily brought, in the 
event of a municipal default, consists of- application to the proper 
court for a writ of mandamus ordering the municipal authorities 
to levy sufficient taxes to pay. the principal and the interest of 
the bonds in default. In Maine, New Hampshire, Vermont. 
Massachusetts, and Connecticut, bondholders have the right to 
seize the property of any or of all the inhabitants in execution of 
the judgment of a court ordering payment of defaulted bonds.^ 

In other states the general remedy in cases of default consists 
of mandamus proceedings requiring the proper officers to levy a 
tax sufficient to pay the judgment, although there are some 
states in which the public property of the defaulting corporation 
may be seized. In New York State, municipal property not in 
public use may be so taken. In Indiana any public property of 
counties may be taken, and probably a similar remedy exists in 
the case of cities and towns. In Nebraska officers who fail to 
fulfill their duty of collectmg the necessary taxes become per- 
sonally liable.® 

It must not be assumed, however, that mandamus proceedings 
are always effective. In some states there is a definite limit to 
the amount of taxes that may be levied in any year. Thus, in 
Alabama, the state constitution of 1901 limits state taxation to 

* Sse Raymond, W, Ij., State and Municipal Bonds (Boston: Financial Pub- 
iishing Co., 1932). p 3 

‘Ibid., p, 6, 
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.65 of one per cent of assessed valuation, while county taxes arc 
limited to one half of one per cent, provided one quarter of one 
per cent additional may be levied to pay debts existing December 
6, 1875, and provided that one quarter of one per cent additional 
may be levied to pay debts incurred for the construction or 
maintenance of necessary public buildings, bridges, or roads.** 
In November, 1916, an amendment was passed authorizing addi- 
tional taxes, not exceeding three tenths of one per cent, for school 
purposes in the several counties, when properly approved by 
electors. The same rights were accorded special school districts 
in the state. Cities and towns are authorized to levy taxes up to 
one half of one per cent, provided one per cent additional may 
be levied exclusively for paying debts created prior to December 
6, 1875. (Certain cities are permitted to levy certain limited 
additional taxes for special purposes, particularly for schools. 
These additional taxes range from two tenths of one per cent to 
one per cent.) By special amendment, certain municipalities are 
permitted to levy further taxes of one half of one per cent for 
debt payment and one half of one per cent for any legal purpose, 
provided the total tax of such municipalities in no year exceeds 
a total of 1% per cent.’' 

The effect of this limitation is of special importance to the pur- 
chaser of municipal bonds. It means that, in case of default, man- 
damus proceedings cannot be brought to compel the tax officials to 
levy taxes in excess of the legal limit. If authorized taxes are in- 
sufficient to meet debt service and necessary expenditures of the 
municipality, then the default is without remedy. In justice to 
states that have a legal or a constitutional limit on the rate of 
tax that they or their municipalities may levy, it should be said 
that strict limits are usually found in respect to the amount of 
debt they may incur. A limit upon debt rather than upon tax 
rates is regarded as the more appropriate protection for property 
owners and bondholders. Many investors avoid any obligations 
of states or municipalities that limit their tax rate, unless a spe- 
cific exception is made in favor of that part of the rate which is 
used to care for the debt service. 

State credit in the United States. At the present time, it is 
customary to regard state and municipal bonds as second only to 
Federal obligations in the matter of safety. Yet. during our rel- 

“ State Constitution, 1901, Sections 214, 215. 

' State Constitution, 1901, Section 216, and amendments. In about one half 
of the states, taxes are now limited in one way or another. 
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atively short national history, there have been flagrant examples 
of default and repudiation in respect to state debts, as well as 
some municipal defaults. No study of state bonds would be 
complete without at least passing consideration to these defaults, 
as well as to the' underlying causes from which they resulted. A 
study of the causes is just as important as a study of the facts, 
foi' it is only by eliminating the causes that we may hope to pre- 
vent history from repeating itself in these matters. 

Period from 1789 to 1830. At the time the Constitution was 
adopted, most state debts had been assumed by the United 
States. For the first forty-five years of our national existence, a 
conservative financial policy was pursued not only by our Fed- 
eral Government, but by state governments as well. The early 
Federal debt had been entirely paid off in 1835. In 1825 the ag- 
gregate debt of the states was but $13,000,000, or $5,000,000 be- 
low the amount of state debt at the time of national assumption 
in 1790. By 1830, however, the total state debt had been in- 
creased to $26,000,000, and in 1835 to $46,000,000. 

Period from 1830 to 1840: defaults following panic of 1837. 
During the very period in which our Federal Government was 
reducing its debt, state governments were pursuing the opposite 
course. The first part of the decade from 1830 to 1840 was 
marked by rapid expansion in all branches of economic activity, 
and the various states, in an effort to attract trade and industry, 
vied with one another in the development of roads, canals, rail- 
roads, and other public improvements. At a time when antago- 
nism toward further extension of Federal undertakings within 
states was evident, there was a strong popular sentiment favoring 
state aid in the completion of public improvements within state 
borders. A period of feverish buildmg and borrowing was the 
result. The aggregate state debt, which, in 1835, was but $46,- 
000,000, reached the then enormous total of $175,000,000 during 
the next three years. The panic of 1837 and the ensuing depres- 
sion, which lasted weU into the next decade, were accompanied 
by widespread default and repudiation in state debts. While it 
is true that the West and the South were the worst offenders, it 
is by no means true that defaults were confined to those sections. 

The New England States had an exceptionally splendid record. 
Maine, Vermont, New Hampshire, Connecticut, and Rhode Is- 
land did not follow the trend of the tunes but kept themselves 
comparatively free from debt. Massachusetts was never in seri- 
ous financial straits after the adoption of the Constitution, even 
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though its debt grew much more rapidly than did that of neigh- 
boring states. New York, Pennsylvania, and Maryland, on the 
other hand, incurred very heavy debts during this period. New 
York, in its effort to finance the Erie Canal and other lateral 
canals, piled up a total debt aggregating $18,262,406 and, by 
1842, was on the verge of bankruptcy/ It must be said to its 
credit, however, that at no time did it default, in payment either 
of principal or of interest. Pennsylvania and Maryland, in con- 
trast, had less fortunate experiences. The total debt of Penn- 
sylvania reached $37,319,395 in 1842, a large part of which had 
been incurred in aiding railroad and canal companies. When 
these undertakings proved unprofitable during and after the 
panic of 1837, the state was temporarily unable to pay its interest 
in cash. Nevertheless, cash payments were resumed in 1845, and 
the “relief notes” used to meet interest payments during the 
crisis were eventually redeemed. Since that time there has been 
no further difiiculty in payment either of principal or of interest 
by this state. The situation in Maryland was similar to that in 
Pennsylvania. During the early 30’s, Maryland subscribed to 
the stocks of various railroads, including the Baltimore & Ohio, 
and lent money to and purchased stock of the Chesapeake & Ohio 
Canal. At the time extensive borrowing was undertaken to sup- 
port such public improvements there was no system of taxation. 
The inevitable result, at the time of the 1837 panic, was inability 
to meet interest payments. The state took active measures to 
correct this situation, however, and, on January 1, 1848, it was 
able to resume interest payments in full.® 

Other states became involved in the wave of speculative en- 
thusiasm that characterized this period, and suffered similar con- 
sequences. In 1840 Indiana suspended interest payments, but 
in 1847 settled all arrearages. Illinois, in 1841, experienced 
similar troubles, but eventually cleared its record. Michigan 
became involved in an overoptimistic program of state aid, and 
defaulted in 1841, Settlement with creditors was less generous 
here than in the other states so far mentioned, in that Michigan 
agreed to acknowledge only that portion of its debt for which it 


^ Tenth Census, Vol. VII, pp. 526, 537. 

“Eaymond, W. L,, State and Municipal Bonds (Boston: Financial Publishing 
Co., 1932), pp. 122-123. Moreover, ‘Vhen. the state found itself unable to pay 
intei'est, it received coupons in payment of taxes. From 1844, it made partial 
payments on interest current and accrued. Later it funded arrears of interest 
with 6 per cent bonds.” 



648 


CIVIL OBLIGATIONS— STATE BONDS 


had received full payment.^“ Bonds that had been only partially 
paid for had worked their way into the hands of innocent pur- 
chasers who paid in full, yet these purchasers failed to receive the 
entire face value of their bonds. The record of Michigan, ac- 
cordingly, is one of reasonably good faith in difficulties, but is not 
so commendable as thaj} of the other defaulting states, which 
eventually made payment in full. The record of Florida and 
Mississippi during this period was far less satisfactory than that 
of other defaulting states, in that both deliberately repudiated 
their entire debts. The territory of Florida, in 1840, refused to 
pay interest on an issue of bonds of the Bank of Pensacola that 
had been indorsed by the territory. Other bonds had been issued 
to supply the capital of the Union Bank of Florida, as well as of 
the Southern Life Insurance & Trust Company. These bonds 
were all repudiated by the territory, and, when the constitution 
of the state was adopted, prior to the admission of Florida to the 
Union, the legislature was denied the power of imposing any tax 
for the purpose of paying the bonds issued by the territory.^^ 
Arkansas was in default in 1841, and, since no definite attempt 
was made to clear up the record, it remains in default on some of 
its bonds to this day. 

The alternate waves of enthusiasm and depression that swept 
the country during the decade from 1830 to 1840 were thus re- 
sponsible for the first era of default in state debts. The under- 
lying causes for this unfortunate situation may be summarized 
under two headings: overabundant optimism and too liberal 
state aid in private undertakings. Of course, there were auxil- 
iary causes, such as the political roguery of the times, lack of 
financial acumen, poorly organized systems of taxation, and the 
like, but these were secondary. The lesson was partially taught 
at this time that state legislatures should restrict their activities 
of governmental functions and should not embark on commercial 
ventures either independently or as partners. We say “partially 
taught” because, while the dangers inherent in state ownership 
of commercial enterprises were made clear, it remained for subse- 
quent defaults to drive the lesson home. 

Second era of default, from 1848 to 1860. The second period 
of defaults covered the years from 1848 to 1860. During these 

p. 129. 

“Constitution. State of Florida, effective March 3, 1845, Article VIII, Sec- 
tion 2. 
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years there were some difficulties of a less serious nature than 
those that occurred during the previous period. The most seri- 
ous case of repudiation at this time occurred in Minnesota and 
resulted largely from the same circumstances that caused the 
widespread defaults of the 30’s — state aid granted to railroads in 
the form of bond issues sold by the state. In 1860 an amend- 
ment to the state constitution provided* that no law which called 
for payment of the principal or the interest of $2,275,000 of state 
bonds so issued should take effect until such law was ratified by 
popular vote. There developed at this time a strong sentiment 
in favor of repudiation, and it was not until the supreme court 
of the state held the amendment unconstitutional that this debt 
was compromised. Shortly thereafter an act was passed that 
provided for settlement of the old debt on the basis of fifty cents 
on the dollar in cash' or 5 per cent bonds for old 7 per cent bonds 
and interest. Substantially all the old bonds were retired in this 
way, 

Texas defaulted on its bonds prior to its admission as a state. 
The entire debt at that time was estimated at $9,647,263, to 
which a value of $4,807,764 was assigned. The United States 
agreed to pay Texas $10,000,000 in 5 per cent bonds for certain 
territory ceded to Mexico, although only $5,000,000 was to be 
released until creditors of Texas had released the United States 
from all claims on account of customs. The second $5,000,000 
was never issued, and subsequently, the United States appropri- 
ated $7,750,000 in cash to satisfy creditors of Texas. In 1856 
the state was declared to be out of debt.^- 

California was the third state to default during this period, the 
default occurring in the year 1854. Subsequently, the supreme 
court of the state declared void all debt in excess of the $300,000 
limit. In 1857, however, the illegal issues were called in, and 
adjustment bonds were issued in payment therefor. 

This second period of default was not especially important. 
During this time there was no case of out-and-out repudiation, 
and, in two of the three cases cited, the causes for default ante- 
date entrance of the defaulting states to the Union. By far the 
most important era in state repudiation was the period from 
1870 to 1884. In our discussion of debt repudiation we may 
neglect the fact that all obligations incurred by the seceding 

“ Raymond, W. L., State and Municipal Bonds (Boston: Financial Publishing 
Co., 1932), p. m. 
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states in prosecution of the Civil War were never paid, for all 
such debts were declared illegal and voidd® 

Third era of default, from 1870 to 1884. From our stand- 
point, the most significant event of the period 1870 to 1884 was 
the actual repudiation of debt by Virginia, North Carolina, South 
Carolina, Georgia, Florida, Alabama, Louisiana, Arkansas, and 
Tennessee. It is unneceTssary to go into an exhaustive account 
of each specific case, for such a detailed discussion would serve 
no useful purpose here. Defaults were frequent throughout this 
entire period, and, while a small portion of the debts created by 
these states was subsequently compromised, by far the greater 
part was repudiated under the convenient refuge of illegality 
or invalidity. For a majority of these states, the aggregate 
amount of debt with accumulated interest to 1920 was estimated 
by the Council of the Corporation of Foreign Bondholders (Lon- 
don) as follows 


State and Purpose 


Approximate Principal 

Outstanding Interest 


Alabama (guaranties to railways) Unknown 

Arkansas (principally railway guaranties) $ 8,700,000 

Florida (banks and railways) 7,000,000 

Georgia (principally railway guaranties) 12,700,000 

Louisiana (railway guaranties, etc.) 6,000,000 

Mississippi (banks) 7,000,000 

North Carolina (railways) 12,600,000 

South Carolina 6,000,000 


Total $ 60,000,000 

Estimated Arrears of Interest 180,000,000 


Interest in 
arrears from 
about 40 years 
to about 70 
years. Esti- 
mated arrears 
of interest fig- 
ured at an av- 
erage of 6 per 
cent for 50 
years. , 


Grand Total. . . 


$240,000,000 


The essential causes leading to the unfortunate period of debt 
repudiation following the Civil War are not difl&cult to find. In 
the first place there had been a substantial loss in wealth in the 
Southern States as a result of the war itself. In 1860, for in- 
stance, the total assessed valuation of Virginia, North (Carolina, 
South Carolina, Georgia, Florida, Alabama, Mississippi, Louisi- 


”The Fourteenth Amendment, Section 14 of the Constitution of the United 
States, reads: “But neither the United States, nor any state shall assume or pay 
any debt or obligation incun-ed in aid of insurrection or rebellion against the 
United States, or any claim for the loss or emancipation of any slave; but all 
such debts, obligations, and claims shall be held illegal and void.” 

^*48th Annual Report, Council of the Corporation of Foreign Bondholders, 
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ana, Arkansas, Tennessee, and Missouri was ’$4,332,901,458, 
while in 1880 the assessed valuation of these same states, includ- 
ing West Virginia, was $2,232, 790, 684d'' This reduction may be 
partly accounted for by the emancipation of slaves, but there was 
a further real loss in values upon which taxes could be levied. 
Another and perhaps more important cause for repudiation is 
found in the character of the governments in these states during 
the reconstruction period followmg the war. These states were 
overrun by cheap and dishonest politicians who descended from 
the North and who, by means of the newly enfranchised Negro 
voters whom they controlled, had themselves elected to impor- 
tant state offices. With a ruthlessness that outclasses any po- 
litical scandal of the present century, these “carpet-baggers” en- 
gaged in all kinds of peculation and dishonesty. Iii many cases 
a large part of the debts incurred m the name of the Southern 
States during this period was created by dishonest politicians 
who carried away the proceeds. It is little wonder that the na- 
tive population, outraged in other ways during this period, felt 
under no moral obligations to meet these debts after the carpet- 
bagger was finally driven out. Although the South may be ab- 
solved in part from the censure that it has received on account 
of the wholesale debt repudiation of this period, it is nevertheless 
true that some of the funds represented by the bonds disposed of 
were received by states and were used in their interests. It is 
also true that during this period frequent borrowings were under- 
taken for state aid of private undertakings. Again, the same 
difficulties arose that caused the first period of defaults; the op- 
timistic predictions regarding the earning power of the spon- 
sored projects failed to materialize, thus leaving the state saddled 
with a heavy debt to be met' by taxation. 

Virginia-West Virginia controversy. We shall not consider 
the history of the debt experiences of each state, but the West 
Virginia controversy is of sufficient interest to warrant some at- 
.tention. When the constitution of West Virginia was adopted 
in 1863, the state agreed to assume an equitable portion of the 
public debt of Virginia as of January 1, 1861. A long dispute 
arose as to what West Virginia’s share actually was, the state of 
Virginia claimmg that, since West Virginia acquired one third 
of the territory of the old state, it ought to assume one third of 
the debt, or $15,239,371. West Virginia, however, claimed that 
her share did not exceed $953,360. In 1911 the United States 

“ Tenth Census, Vol. Vll, pp. 4, 16. ' 
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Supreme Court held West Virginia liable for a principal sum of 
$7,182j507, leaving the matter of interest to be adjusted. After 
further controversy the Supreme Court appointed a special mas- 
ter to take additional testimony, and in 1915 the findings of the 
master were sustained to the effect that the state of West Vir- 
ginia was liable for the sum of $12,393,929.50, with costs divided 
between the two states. ‘Subsequently, Virginia found it neces- 
sary to petition for execution of judgment against West Virginia, 
and after some delay the legislature of the latter state adopted 
resolutions providing for a settlement of this debt. Not until 
1919, however, did West Virginia bring the controversy to a close 
by delivering to the Chairman of the Debt Commission the sum 
of $12,366,500, the amount then due in settlement.^'’ 

This brief survey of state debts leads to the inevitable conclu- 
sion that, when a state becomes indebted for an amount that is 
excessive in relation to property values, the situation is dan- 
gerous. The pinch of heavy taxation is too easily relieved by 
resort to technicalities in an effort to prove a burdensome debt 
illegal and void. Nor is there any adequate remedy open to the 
unfortunate bondholder in such cases. The best protection, 
therefore, is the development of a code of honor and ethics that 
will make such a situation as existed fifty years ago imposdble, 
and also the restriction of debts to moderate sums in relation to 
wealth and income. 

Customary restrictions regarding state debts. The early ex- 
periences of our states in debt matters has at least taught the 
desirability of rigid constitutional restrictions on the amount of 
debt that may be created and the purposes for which borrowing- 
may be undertaken. Practically every state today has constitu- 
tional provisions regarding borrowmg. The more important re- 
strictions customarily found may be summarized as follows: 

1. Permission is generally given to borrow without limit for 
purposes of repelling invasion, suppressing insurrection, or de- 
fending the state in time of war. 

2. Permission is given to borrow up to a limited amount in 
anticipation of revenues in order to meet casual deficiencies in 
revenues. 

3. Permission is given to issue bonds or notes for the purpose 
of refunding existing debt. 

“For a complete account, see Raymond, W. L., State and Municipal Bonds 
(Boston: Financial Publishing Co., 1932), p. 188 ff. 
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4. Borrowing is frequenfly allowed for certain special pur- 
poses definitely stated in the acts authorizing the loan, provided 
that arrangements are made at the same time for paying the 
interest and principal of the bonds. Frequently authorization 
of the loan is required to be ratified by popular vote. 

6. On the other hand, lending state credit to private enter- 
prises, or lending state credit to political subdivisions, is pro- 
hibited.^’^ 


Present status of state borrowing. An era of conservatism 
in state financing followed the third period of default and repudi- 
ation, which may be said to have culminated by 1880. At the 
same time that our Federal Government was reducing its debt, 
state debts were gradually decreasing, the total net debt stand- 
ing at only $211,210,000 in 1890.^® From that time until the 
World War I there was a moderate increase in state borrowings, 
but in no case was the amount of debt incurred alarming. Since 
World War I, however, there has been a decided increase in state 
borrowing, as can be seen from the table below. Even with the 
figures reduced to a per capita basis in order to allow for popula- 
tion growth, the increase is huge. 


STATE INDEBTEDNESS POE. SELECTED YEARS* 


Gross Debt Per Capita Debt 

(Millions of Dollars) Gross Net 

1988 3,301 S25.64: $19.49 

1937 3,275 25.33 18,90 

1931 2,666 21.64 16.04 

1980 2,444 20.03 15.03 

1928 2,144 18.07 13.35 

1926 1,868 16.04 11.46 

1924 1,593 14.32 10.16 

1922 1,163 10.74 7.70 

1919 694 6.60 4.44 

1916 533 5.41 3.75 


1931, pp. 29, 31; 1937, p. 127; 1938, Sum- 


The total, or gross, debt includes not only the funded debt but 
also floating, current, and special assessment debt, and liability 
to trust funds. The net debt figure includes fixed plus floating 
debt minus sinking fund assets. In 1937, fixed and floating 
debt amounted to $3,023,000,000, and sinking funds, $598,000,- 
000 . 


”The four states,, New Hampshire, Vermont, Massachusetts, and Connecticut, 
have no constitutional restrictions in regard to the creation of debt. 

^Statistical Abstract of the United States, 1926, p. 215. 
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The same expansion in the activities of the states is reflected 
in the following table of operating costs on a per capita basis. 
The table does not include figures for interest on debt and its 
amortization. 


PER CAPITA COSTS OP OPERATING VARIOUS STATE ACTIVITIES'^ 




1937 

193S 

19^2 1919 

1915 

Total 

$20.28 

$12.52 

$8.48 $5.16 

$3.85 

General Government .... 


1.18 

.98 

.66 .50 

.46 

Protection, to Person and Property . . 

.83 

.70 

.49 .33 

.27 

Health and Sanitation . . 


.29 

.21 

.20 .14 

.10 

Development and Conservation of 





Natural Resources. . . 


.61 

.58 

.39 .23 

.17 

Highways 


3.40 

2.46 

.98 .59 

23 

Charities, Hospitals, and Corrections 

6.71 

2.66 

1.60 1.28 

.91 

Education 


6.43 

4.78 

3.07 1.75 

1.49 

Miscellaneous 


.80 

.00 

1.20 .36 

.23 

* Financial Statiatica of States, 

1937, and earlier isBuea. 



COMPARISON OP STATE DEBTS: 1037 AND 1932' 



Total Net Debt 

Net Debt 


■ {Thousands of Dollars) 

Pun Capita 

Stale 

1937 


19SS ' 

1937 

1983 

Alabama 

. 72,691 


82,342 

$25.14 

$30.90 

Arizona 

1,698 


3,676 

3.91 

8.34 

Arkansas 

. 163,859 


164,423 

80.44 

88.16 

California 

. 106,332 


145,723 

17.40 

24.67 

Colorado 

. 30,056 


6,747 

28.12 

6.46 

Connecticut 

t 


108 

t 

.07 

Delaware 

3,118 


2,072 

11.99 

8.63 

Plorida 



391 


.26 

Georgia 

. 23,492 


12,488 

7.61 

4.29 

Idaho 

2,204 


6,961 

4.49 

15.61 

Illinois 

. 200,639 


221,404 

26.50 

2858 

Indiana 

4,468 


4,730 

1.29 

1.45 

Iowa 

6,458 


16,495 

2.53 

6.66 

Kansas 

. 20,467 


21,810 

11.46 

11.63 

Kentucky 

. 14,929 


16,224 

6.14 

6.16 

Louisiana 

. 126,325 


83,743 

59.25 

39.41 

Maine 

. 29,969 


27,219 

35.05 

34.02 

Maryland 

50,787 


31,198 

30.27 

1899 

Massachusetts 

. 22,772 


62,866 

5.15 

14.69 

Michigan 

. 34,123 


60,582 

7.10 

12.21 

Minnesota 

. 62,659 


40,156 

23.66 

16.55 

Mississippi 

. 61,460 


36,320 

25.53 

17.94 

Missouri 

. 119,215 


103,303 

29.89 

28.33 

Montana 

9,850 


9,316 

18.41 

17.33 

Nebraska 

631 


929 

.39 

.67 

Nevada 

662 


1,370 

6.56 

14.89 

New Hampshire 

. 13,901 


6,505 

27.31 

13.96 

New Jersey 

. 86,905 


02,198 

20.04 

15.05 

New Mexico 

15,243 


11,407 

36.12 

26.63 

New York 

. 525,900 


463,068 

40.62 

36.14 
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COMPAMSON OP STATE DEBTS: 1937 AND 1932'- {CUnt.) 

Total Net Debt Net Debt 



{Thousands 

of Dollars) 

Pes Capita 

State 

1937 

1932 

1937 

1933 

North Carolina. . . . 

136,420 

164,534 

39.25 

60.91 

North Dakota, . . 

t 

5,005 

t 

7.32 

Ohio 

10,427 


1.56 

1.16 

Oklahoma 

11,936 

51,438 

4.70 

4.74 

Oregon 

26,389 

33,388 

25.82 

34.60 

Pennsylvania 

121,670 

75,858 

11.98 

7.81 

Rhode Island 

26,969 

16,807 

39.60 

24.15 

South Carolina .... 

40,771 

77,984 

21.83 

44.74 

South Dakota. , . . 

2,511 

15,510 

3.63 

22.19 

Tennessee 

,. . . 91,007 

94,032 

31.60 

35.66 

Texas 

26,649 

10,317 

4.33 

1.75 

Utah 

3,901 

6,694 

7.63 

11.08 

Vermont 

7,843 

9,546 

20.63 

26.51 

Virginia 

23,892 

25,983 

8.88 

10.68 

Washington 

. . . 12,547 

8,267 

7.62 

5.22 

West Virginia . . . 

76,019 

86,394 

41.11 

49.20 

Wisconsin 

1,184 ■ 

1,184 

.41 

.40 

Wyonaing 

3,215 

5,568 

13.68 

24.42 

* Financial Statistics o 
Local Oovcrnmenta, Bure:* 
t Sinidng fund usaeta ii 

2,424,648 

f Stales, Summary Bulletin, 
■u of Censua, 1932, pp 50-86 
i excess of funded or fixed del 

2,360,968 $18,90 

1037, p. 15; Ftnancial Stati^ttc 

$19.07 

I o/ States and 


Causes for recent increase in state debts. The rapid increase 
in state debts since the World War I is due to a variety of causes. 
Possibly the enormous growth in Federal borrowing, made neces- 
sary by the war, had its effect in stimulating similar operations 
on the part of states hitherto reluctant to add to their obliga- 
tions. Today we are accustomed to speak in terms of billions 
where a decade or two ago millions seemed large. A more direct 
result of the war is found in borrowing for the payment of sol- 
diers’ bonuses. Many states in the years immediately following 
the war put out large bond issues for this purpose.^” Little 
criticism can be made on purely financial grounds against this 
action, where the amount involved was moderate and proper 
means were adopted at the time for repayment of the debt. 

By far the most important reason for the more recent increases 
in state borrowing is found in the extraordinary development of 
the automobile and the motor truck industry with the accom- 
panying demand for more and better roads. The leading impor- 
tance of highway building as a debt factor is seen in the following 

“Among the states that put out large issues for soldiers’ relief may be 
enumerated New York, New Jersey, Ohio. Illinois, Michigan, Minnesota, Iowa, 
Missouri, Kansas, Washin^on, and Oregon. 
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table, which also shows the other kinds of durable improvements 
financed by bonds: 


FUNDED OR FIXED AND CONTINGENT DEBT: 1937-^ 

Highways .... $1,667,426,061 

Charities, Hospitals and Corrections 628,607,844 

Agriculture 135,243,910 

Schools * 79,705,048 

General Administrative, Legislative anti Judicial. . 35,136,982 

Parks and Reservations ... . 28,912,377 

War loans . 5,962,200 

Armories ... 4,934,071 

MisccUaneous .... 138,958,518 

Combined or Unreported ... .... 412,439,403 

Funding and Refunding . 313,351,181 


Total ... 13,450,677,585 


•* Financial Statiaticc of Statea, 1937, pp. 132-135. 

That this considerable expansion of state debt left credit 
strained in some cases is admitted. In Arkansas expansion of 
debt led to defaults in 1932 upon certain of the road district 
bonds. Defaults were finally mended through a debt readjust- 
ment put into effect in 1934.^® 

State financing for business ventures. The unfortunate ex- 
periences of the states in their early history with business ven- 
tures such as railroads, canals, and banks have resulted in many 
constitutional prohibitions. However, some states, chiefiy the 
agricultural ones, have been active in this field in recent years, 
South Dakota has used her credit extensively within recent years 
for the purpose of extending rural credits. Under the Rural 
Credits ’Amendment to the Constitution in 1916 and 1918 and 
under subsequent acts, the state was authorized to borrow sums 
not to exceed $60,000,000 for the purpose of making loans on 
farm mortgages. A law passed in 1927 repealed some of the pro- 
visions of former laws and reduced to $47,000,000 the amount of 
bonds that might be issued. On June 30, 1934, the rural credit 
bonded debt amounted to $44,469,000. North Dakota, under 
the auspices of the Nonpartisan League, a socialistic farmers’ 
party, sold, in 1919, some $2,000,000 of bonds in order to provide 

® For a statement of the plan consummated by the Refunding Act of 1934, sec 
Moody’s Manual oj Investments: Government Secuiities (New York: Moody’s 
Investors Service, 1935), pp, 126-130. For a general account that indicates some 
of the means by which pressure can be exerted upon even a sovereign state, see 
Broderick, John P., "Arkansas Restores Credit Standing,” Barron’s, June 4. 1934. 
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capital for the Bank of North Dakota. At this time $5,000,000 
of bonds of the mill and elevator series and $10,000,000 of real 
estate bonds were also authorized. In 1922, and again in 1923, 
the amounts of authorized real estate bonds were increased, and 
at the close of 1934 there were outstanding $37,411,700 of these 
bonds, supposedly self-supporting froip the income of the mort- 
gages acquired. At the same time there were outstanding $3,- 
500,000 of bonds that had been issued to furnish the necessary 
funds for the erection and operation of state-owned mills and 
grain elevators and $1,000,000 of the bank series.®^ Minnesota 
also issued rural credit bonds to make loans to farmers. The 
plan, intended to become self-supporting, was unsuccessful, and, 
on July 1, 1933, the Rural Credit Bureau ceased operations as a 
lending agency and went into the hands of a conservator.^^ 
Massachusetts offers another example of the extension of state 
credit to aid private enterprise. Under the provisions of the 
Public Control Act of 1918, any deficiency in the revenues of the 
Boston Elevated Railway Company below the cost of service is 
met by the commonwealth, which then assesses the cities and 
towns served by the company. In 1923 legislation was passed 
requiring either the state or the Boston Metropolitan District to 
purchase $5,000,000 of maturing bonds of the company.®* 

It was this tjTpe of financing that led to the widespread de- 
faults and repudiation that characterized the 1830’s and the 
1870’s. The functions of the state center around the exercise of 
those sovereign powers ordinarily performed by governments and 
not delegated to our national Government: legislative and ad- 
ministrative control of local problems, building and maintenance 
of good roads, policing, supervision of local governments, main- 
tenance of state educational institutions, and so forth. An ac- 
tive participation in private enterprises through the use of state 
credit has almost invariably led, sooner or later, to gross mis- 
management and financial loss. 

Financial tests of state credit. Important as the matter of 
good faith becomes in purchasing state bonds, the financial as- 
pects of the state should nevertheless not be disregarded. After 
all, one of the most impelling forces that determine whether a 
state shall meet its obligations is the relative hardship caused 

”For a clasaification of North Dakota’s debt, and validating acts, see State 
and Munici-pal Compendium 

''State and Municipal Compendium, December. 1934, p. 16. 

“State and Municipal Compendium, June, 1935, pp. 38-39. 
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by the levying of the necessary taxes. Where obligations arc 
small in relation to property values and population, there is no 
reason for raising questions of validity or regularity in respect 
to the state's obligations, nor is there danger that revenues will 
prove insufficient to meet necessary expenses and debt service. 
On the other hand, where .obligations are heavy, correspondingly 
high taxes become necessary to meet expenses and interest and 
principal. Such a situation is undesirable, particularly if the 
borrowing fever of the population is Allowed to continue un- 
abated. We shall therefore consider some of the customary 
tests that are applied in analyzing the financial status of state 
bonds. 

Ratio of debt to assessed values. The first test to be consid- 
ered is the relation of net indebtedness to the aggregate assessed 
value of property within the state. Most states raise the bulk 
of their income through taxes based on property, real and per- 
sonal. Where a property tax is levied, it is customary to assess 
it at the same time that the local county and municipal tax is 
assessed, the state tax in reality being assessed by the city or the 
town and remitted to the state on the basis of the proportion of 
the total taxable property of the state located within the munici- 
pality. The state’s rate, therefore, is constant for each town. 
For this reason it is often advantageous for the city to under- 
value property within its limits but to raise its tax rate. In this 
way the same amount is collected by the city for city purposes, 
but its contribution to the state is reduced. Where this practice 
is general, the figure representing the assessed value of property 
within a state is below actual values. This fact is generally 
noted in connection with debt statements, and, where it exists, 
an adjustment is required in order to obtain the true value of the 
property within the state. Thus, in 1933 the state of Alabama 
showed an assessed valuation for all property of $966,755,471, 
the basis of assessment being 60 per cent. In ascertaining the 
relation of debt to assessed value for comparative purposes, 
therefore, one would be justified in raising this amount to 100 
per cent by dividing by 60 per cent. 

Some states distinguish between real and personal property 
and assess a tax on personal property lower than that on real es- 
tate. The object of this practice is to elicit a declaration of per- 
sonal or intangible property, which otherwise would escape taxa- 
tion. It is impossible, of course, for the owner of real estate to 
escape a property tax, for such assets cannot be concealed from 
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the assessor. The owner of stocks or bonds, however, can often 
conceal such property, and, when making a return, can neglect to 
enter it. Such concealment is not without good reason, for, 
where there is no distinction between real and personal property, 
the general tax rate, if applied to intangibles, is generally exces- 
sive. If $25 per thousand is the current rate, applicable to tan- 
gibles and intangibles, it will be noted that this amount is equiv- 
alent to 2% per cent of the value of the property. Thus one half 
of the income of a 5 per cent bond would be collected in the form 
of a tax. Where a special personal property tax is employed, it 
is much lower than the rate on tangible property. In Pennsyl- 
vania, the rate is four mills (that is, $4 per $1,000 market value) ; 
in Maryland, 4^2 mills; and in Rhode Island, 4 mills. 

In addition to property taxes, other state revenues are made 
available through income taxes, inheritance taxes, gasoline taxes, 
and license fees for registering and operating motor vehicles 
Where the state relies on a property tax for the bulk of its rev- 
enue, a significant test of the extent to which borrowing has been 
extended lies in the ratio of debt to the real value of assessable 
property. Where this ratio does not exceed 3 per cent of the true 
value of assessable property, it may be considered that the debt 
is within conservative limits. Undoubtedly, upon first consid- 
eration, a ratio of 3 per cent appears to be very small, but it 
must be recalled that the same property which furnishes revenues 
for state purposes is also required to meet the principal and in- 
terest payments on county and city debts, to say nothing of the 
debts of special districts that are authorized in many states for 
school, levee, drainage, fire, and other purposes. 

The tendency of indebtedness to increase, which is an exten- 
sion of a trend that was very pronounced in the 1920’s, cannot 
continue indefinitely without bringing the debts of some states 
to a point that passes conservatism. It is to be hoped that the 
high point in the present movement has been reached and that 
subsequept increases in state debts wiU not exceed, or will fall be- 
low, the rate of increase in taxable property. 

Per capita debt. The net debt per capita is another test that 
may be used to supplement the previous ratio. It is not neces- 
sarily true that the state having the largest ratio of debt to as- 
sessed valuation will also have the largest per capita debt. States 

“‘The current sources of taxation for tlic various states may be found in 
Moody’s Manual oj Investments: Government Securities (New York: Moody’s 
Investors Service). 
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like New York, Massachusetts, Pennsylvania, and New Jersey 
are wealthy in comparison with such states as the Dakotas, Mon- 
tana, Idaho, or Utah. Accordingly, the former states can carry 
a heavier per capita debt without inconvenience. 

Economic resources. A complete survey of the economic 
resources of the issuing state is desirable when state bonds are 
purchased. Such a study will cover the resources of the state, 
the character of its population, the nature of its industries, and 
other sources of wealth, and furnish a valuable check on assessed 
values. While it is true that the assessed valuation gives the 
value of the property available for taxation, the wide variation 
in rates of assessment makes statistical analysis on this basis un- 
reliable. The mere fact that the law generally requires assess- 
ment at market or true value does not mean that the two ap- 
proach each other in practice, for the interpretation of the law is 
often left to local assessors. In some states, boards of equaliza- 
tion attempt to remedy this situation, but in such cases the result 
is generally the universal adoption of a scale of values admittedly 
below 100 per cent of actual or true values. For this reason it 
is advisable to resort to a study of census figures in an effort to 
ascertain the actual value of productive property, as well as the 
value of production by principal branches of undertakings. 

The nature of the industries within a state should also be con- 
sidered. Where the state is limited to one industry, property 
values are less stable than in states with diversified industries. 
States that are engaged principally in mining are subject to cer- 
tain weaknesses not found in other states. Perhaps the best 
combination is that in which both agriculture and manufacturing 
are present, although states with large commercial, trading, and 
financial interests are generally regarded as offering excellent se- 
curity. 

Government revenues and expenses. Another basis for test- 
ing the financial standing of state debts involves an analysis of 
governmental revenues and expenses. It is, of course, very im- 
portant that current revenues should cover current expenses, ex- 
clusive of permanent improvement costs. Up to a certain point, 
it may be good financial policy to provide funds for permanent 
improvements by borrowing; but, where this is done, proper pro- 
visions should be arranged to retire the debt during the life of 
the property. 

Expenses and revenues of a given state may be reduced to a 
per capita basis, in order to make data comparable for several 
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states. Data for such studies may be found in current reports 
issued by the Department of Commerce and its Census Bureau, 
especially the Financial Statistics of States, issued annually by 
the latter.®'* 

In reading the growing total of state expenditures it is neces- 
sary to recognize the enlarged scope of state activities. During 
the 1920’s a major increase was due to highway building and 
maintenance in order to keep the automobile out of the mud. 
Recent years have also seen an extension of state aid to local 
education, the rise of unemployment compensation and old-age 
pensions, and grants for charity and relief. To care for this in- 
creased burden, not only the amount but the kinds of taxes have 
been increased. A much broader understanding of the problems 
of state functions and taxation has become necessary to analyze 
the revenues and expenses of this governmental unit. 

Taxation of state bonds. The tax situation of state bonds 
differs somewhat from that of Federal Government obligations. 
Under our Constitution, Government obligations are exempt 
from all state and municipal taxes. This exemption is regarded 
as necessary if the sovereignty of the Federal Government is to 
be maintained. On a similar theory, state and municipal bonds 
are exempt from all Federal taxes; but such bonds may or may 
not be taxed by the state in which they are issued, and they may 
be taxed by another state if located within the taxing state or if 
the owner resides within the jurisdiction of the taxing state. 
The same exemptions that apply to the taxation of state or mu- 
nicipal bonds apply to the income from such bonds. The Six- 
teenth Amendment to the Federal Constitution gives Congress 
power “to lay and collect taxes on incomes, from whatever source 
derived, without apportionment among the several states, and 
without regard to any census or enumeration.” While the ques- 
tion as to whether the income from state and municipal bonds 
can be taxed under the Federal income tax has never been passed 
on by the Supreme Court, and no attempt has been made by 
Congress to tax such income, it was formerly felt that such an 
attempt would be declared unconstitutional. A changing atti- 
tude of the Supreme Court makes it quite possible that such in- 
come will be deemed taxable in the future. On the other hand, 
income from the bonds of one state is taxable where such bonds 
are held by the resident of another state. Thus the income from 

“ After the 1931 issue, publication of Financial Statistics of States was suspended 
but rosuftied with the 1937 issue. 
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Connecticut bonds is taxable where such bonds are held by a resi- 
dent of Massachusetts. Many states exempt their own obliga- 
tions from ah local and state taxes, in the belief that this exemp- 
tion enables them to borrow money more cheaply than would 
otherwise be the case. 

Market for state bonds. The bulk of state bonds is held by 
institutions such as saviilgs banks, life insurance companies, and 
trustees that are regulated by law as to the types of investments 
they may purchase. ‘ State bonds also attract wealthy individuals 
who wish tax exemption. The price of state issues, as a class, 
will of course fluctuate with money conditions, yet at any given 
time there will be variations in yield among the bonds. These 
differences may be accounted for in part by the credit which the 
issuing state happens to enjoy. States with a heavy debt, like ' 
Arkansas or Louisiana, will show above-average yields, especially 
when a period of business depression makes the question of con- 
tinued solvency acute. A tendency for yields to reflect the 
greater demand for bonds in the older and more industrialized 
states also exists. Lesser yield differences appear as the result 
of local tax exemption and of the special requirements of banks 
and other financial institutions that need local bonds to secure 
public deposits or meet unusual investment restrictions. The 
better state bonds, in spite of their lesser marketability and 
slightly lower credit standing, will often show yields about the 
same as those for United States Treasury bonds. Any invest- 
ment disadvantages, such as poorer marketability, that such state 
bonds have are counterbalanced by their complete exemption 
from the Federal income tax; the Treasury bonds are only par- 
tially exempt. 
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How municipalities are created. Municipalities do not oc- 
cupy a position of sovereignty, but are corporations created by 
the state and are subject to control by the legislature of the state 
in which they are situated. In fact, they owe their existence to 
charters granted by the state, as the result of either a special act 
or a genera] law. They possess and can exercise the following 
powers only: those expressly granted; those necessarily or fairly 
implied in or incident to the powers expressly granted; and fi- 
nally, those that are indispensable to the declared object and pur- 
pose of the corporation. It so happens in practice that, ordin- 
arily, the state grants to municipalities the following powers: the 
right to make regulations necessary to the health, safety, welfare, 
and comfort of the community (known widely as the police 
power); the power of taxation; and the power of eminent do- 
main. It is not generally held that the power to borrow exists, 
unless such power is specifically mentioned in the legislative or 
constitutional instrument under which the municipality exists. 
Where the power is actually granted, it is also regulated. In 
other words, municipalities derive their borrowing powers from 
the state and are limited by the state in the exercise of such 
powers. 

Regulation of municipal borrowing. From the investors’ 
standpoint, therefore, it is important to know what limitations 
are placed on the borrowing operations of the municipality. 
Are these regulations adequate to protect the investor, by pre- 
venting unwise use of credit and an unwarranted expansion in 
borrowing operations, or are they so set up as to be of little value? 
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As an example of the completeness with which municipal debt 
may be regulated, the more important provisions of the Local 
Bond Act are presented here, under which the borrowing opera- 
tions of municipalities in the state of New Jersey are regulated/ 
This act provides substantially as follows: 

Periods op usEPtiLNEss. Article III specifies the periods of usefulness for 
various kinds of improvements It is required that bond issues be paid off 
within the useful life of the improvement. 

Sales. Article V requires the public sale of all bonds except issues of 
$10,000 or less, which latter may be sold at private sale without bidding. 

Funding and refunding; renewals and extensions. In order to per- 
mit municipabties to meet the emergeucj'^ of depression, refunding and exten- 
sions are provided for but, in order to prevent the abuse of indefinite continu- 
ance of debt, there must be a carefully considered plan, which is approved by 
a state funding commission composed of the attorney-general, the State Au- 
ditor, and the State Tax Commissioner. 

Debt limits. One of the principal features of the act is the establishment 
of a real debt limit, but it is recognized that, in view of the large number of 
municipalities which are over the new limit, a temporary provision must be 
made for necessary borrowing until the municipalities can come within those 
prescribed limits. The debt limits provisions, in accord with those in other 
states, eliminate current accounts, delinquent taxes and similar items, which 
very much complicated the statements under the previous law; and eliminate 
the numerous exemptions and deductions. The provisions require the inclu- 
sion in the gro,ss debt of all notes and bonds whether issued or authorized but 
not issued pursuant to this or any other act, except tax anticipation, tax 
revenue, and tax title obligations. The gross debt also includes all notes and 
bonds for school purposes, whether authorized by the municipality or by an 
overlapping school district. The prescribed limit for municipalities is 7% 
and for counties 4% of the average of the last three assessed valuations. 

In computing the net debt, there may be deducted only (a) sinking funds 
and funds in hand applicable to the payment of any part of the gross debt 
not otherwise deducted, or the equivalent, (b) notes and bonds authorized to 
finance publicly owned self-liquidating utilities and enterprises and (o) notes 
and bonds authorized for school purposes in an amount not exceeding 6% of 
the average of assessed valuations. The act strictly defines a “self-liquidat- 
ing” purpose and provides that to the extent that the utility or enterprise is 
not self-liquidating within the provisions of the act, the amount of the deficit 
in the income (on the actual record of the previous fiscal year) applicable to 
interest and debt requirements, shall be capitalized at 5% and the capital 
sums so determined shall not be deductible. In order to permit the construc- 
tion of necessary new water and sewer systems, the act permits the deduction 
of notes and bonds authorized to finance the construction of such a system, 
for one year after completion, provided that the State Board of Public Utility 
Commissioners shall have determined by order that the income will be suflfi- 


Moody' H Manual of Investments: Governments (New York; Moody’, s In- 
vestors Sen'ice, 1936), pp. 92S-920, 
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cient to make the utility or enterprise sclf-liquidatmg within the definition 
of the act. 

To permit necessary financing in numerous municipalities which it is ex- 
pected will be over the prescribed limit, particularly after they shall have 
funded existing indebtedness, the act (Section 208) permits the authorization 
of notes and bonds to comply with the order of the State Board of Health or 
of any other superior governmental authonty^ or when the expenditure is the 
result of fire, flood or other disaster, or the recoverj' of judgment, unless such 
judgment is entered upon default or by consent. For the same reason, and 
in accordance with the Governor’s recommendations, the act permits, in the 
case of a county or municipality which is shown to be over the prescribed 
limits as of February 28, 1935, the issuance of notes and bonds in the princi- 
pal amount of 60% of debt amortized after February 28, 1935, and this is 
made cumulative up to 2% but ends by limitation on Jan. 1, 1940. The act 
also provides that notes or bonds may be issued if the net debt together with 
the gross school debt does not exceed 11% of the average valuation; this pro- 
vision will benefit only the few large municipalities having a low school debt. 
And outstanding obligations and existing indebtedness may, of course, be re- 
newed or extended, and funded or refunded. 

Now Jersey also in its 1933 "Cash Basis Act” provided that while a munici- 
pality might fund its then current debt, issuing any necessary funding bonds, 
it should thereafter make up its annual budget on a cash basis as long as any 
of the bonds are outstanding, subject only to amendment or repeal by the 
State Legislature after January 1, 1939. By a cash ba.sis is meant that the 
total estimated cash receipts of the fiscal j'car must at least equal the total 
cash appropriations for the year. In estimating the receipts from the taxes 
of the municipality under this law, it is provided that no greater percentages 
of collections can be anticipated from the current and back taxes than were 
actually received in cash on the corresponding taxes during the preceding 
fiscal year. In order to realize the cash necessary to balance the annual re- 
ceipts and appropriations on this basis, the Act provides that the budgets of 
the municipality shall include a “Reserve for Uncollected Taxes” siifficient in 
amount to compensate for any anticipated delinquency in taxes. Should a 
cash deficit occur despite the above described provisions, the Act requires that 
such deficit must be included in the following year’s budget as a cash item. 
It is also required that before the adoption of such budgets, the State Auditor 
must certify to their compliance with the Act. The provisions as to the 
so-called “cash basis” are by the Act made a contract between the holders of 
the bonds and the municipality “enforceable by mandamus . . . by any . . . 
holder on behalf of all other holders,” and to remain in force until the bonds 
are paid. This contract was not to be changed until after January 1, 1939, 
and then only by an act of the Legislature. The Act requires that such fund- 
ing bonds be included hereafter in calculating the power of the City to be- 
come otherwise indebted; and, to assure the presence of assets behind the 
bonds, the Legislature has permitted the issuance of the bonds only up to the 
amount of the outstanding delinquent taxes of the preceding four years out- 
standing at the end of the preceding year. Bonds issued under chapter 60 
shall mature in annual installments, the first of which shall be payable not 
later than two, and the last of which shall be payable not later than 20 years 
from the date of the bonds. 
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County: 1-3% on first $100,000 
1 J^% on remainder. ^ Antieipatioi 
Certain city charters allow other d 
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Almost without exception there will be found, either in the 
state constitution or in some special legislative act of the state, 
limitations covering not only the purposes for which bonds may 
be issued by municipalities, but the amount of debt which the 
municipality may incur. The table on pages 669 to 670 shows 
the general limitations placed on municipal debts by each state, 
in terms of percentages of assessed valuations. 

Some of the other restrictions frequently found refer to the 
manner in which debt may be incurred. For example, many 
states require that all proposed bond issues first be referred to 
the voters for approval, except in the case of temporary loans for 
anticipating taxes. The length of time for which bonds may run 
is frequently specified, as well as the form in which they may be 
issued. In this connection it is interesting to note that many 
states are now requiring that all bonds be issued in serial form, 
in order to do away with the less desirable method of retirement 
known as the sinking fund method. 

Legality of issue. The existence of these various and rather 
detailed limitations on the borrowing powers of municipalities, 
as well as further prescriptions as to the form and procedure by 
which municipal bonds may be issued, creates a complex legal 
situation that is of no small importance to the investor. A 
bond that has been issued without complying with all the re- 
quirements set forth in the state constitution and with the legis- 
lative acts regulating municipal bond issues in the state may be 
held invalid. If a negotiable instrument is void in its inception, 
it has no legal existence and therefore is nonenforceable. In 
other words, a municipality cannot make a promise or enter into 
a contract that is enforceable in court unless the sovereign state 
has first granted it the power to do so. Further, the municipal- 
ity, in the exercise of its power to create debt, must issue its bonds 
in precisely the manner prescribed, within the debt limits speci- 
fied, and for the purposes allowed. Even a technical violation 
of the proper procedure may invalidate an issue of municipal 
bonds and make them void. The argument, however, goes some- 
what further. The position of all officers in charge of municipal 
affairs is of a fiduciary nature. Accordingly, the municipal 
treasurer might be in a position where he is legally unable to pay 
the invalid obligations of his city, even though they have been 
sold to innocent purchasers, unaware of the irregularity in issue. 
To pay in such a case would involve a criminal act. Unless the 
obligations of the municipality have been issued in accordance 
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with all the technical requirements of the law, therefore, it may 
become impossible to pay the obligations, however strong the 
moral grounds may be. 

Thus, if a municipality has no authority to create a given issue 
of bonds, the bonds cannot be paid unless they are subsequently 
validated by legislative action. Or, if the bonds have been issued 
in the face of constitutional prohibitions, the only way to secure 
validation is by means of constitutional amendment. Of course, 
if the only difficulty lies in a technical failure to carry out the 
procedure of issue, then it may be necessary only to secure rati- 
fication or an estoppel. Ratification may already have occurred, 
if the bonds were sold for value to purchasers who had no notice 
of the irregularity. The mere fact that the municipality has 
received payment, used the proceeds, levied taxes to pay prin- 
cipal or interest, or both, or has extended or refunded the bonds 
may be considered sufficient ratification. And, where the courts 
fail to find ratification, they may hold, where the purchaser for 
value had no notice of the irregularity, that the municipality is 
estopped from avoiding payment on the grounds of invalidity. 
This estoppel applies particularly to a situation where the recital 
of the bond states that certain facts exist, that certain acts have 
been performed or certain conditions complied with, provided the 
properly authorized officers of the corporation made the state- 
ments. 

Need for specialized legal services in purchasing municipals. 
In view of the intricacies involved in the whole matter of bond 
authorization, it is virtually impossible for the individual in- 
vestor to make a proper investigation of the acts leading up to the 
issue, the statutes authorizing the issue, or the procedure in- 
volved in the issuance of the bonds. These are all matters for 
attorneys who specialize in examining and passing on the validity 
of municipal issues, and it is necessary for the private investor 
to rely on the opinion of such a firm of attorneys. In .fact, it is 
customary practice, when one is buying municipals, to insist that 
a certified copy of a satisfactory legal opinion accompany the 
bonds. The work of determining the legality of municipal issues 
is so complex and so specialized that there are at the present time 
only a relatively few legal firms in the United States whose opin- 
ion is acceptable to the general run of municipal buyers.^ 

* The legal work in connection with, the examination of the validity of munici- 
pal bonds is exacting and complex. The following summary of the major steps 
taken will give the student some idea of the scope of the task: 
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Validation by court decree or short statute of limitations. 
There is a growing tendency to overcome the danger of subse- 
quent litigation and invalidation by means of judicial validation 
or a short statute of limitations. Thus, in Georgia, when a 
proposition to issue bonds has been adopted at an election, 
notice is given to a designated state official, who starts action 
against the county or municipality that desires to issue the 
bonds. An order is obtained directing the issuing unit to show 
cause why the bonds should not be '‘confirmed and validated,” 
and a hearing is provided at which “all questions of law and fact 
are settled.” If the proceedings are approved, a judgment is en- 
tered for the municipality or county, which is conclusive evidence 
of the validity of the issue. In other states it is provided that if 
within a relatively short period after the publication of notice of 
the proposed issue — say, twenty days — no objections are raised 
against the validity of the issue, thereafter no objection may 
ever be raised. 

Doctrine of estoppel; New York and New Jersey. In New 
York and New Jersey, the legal doctrine of estoppel is used to 
answer questions regarding the validity of municipal bonds. 
The New York statutes state the following: 

... an ordinance creating a funded debt may provide that the bonds therein 
authorized shall contain a recital that they are issued pursuant to law and an 
ordinance of the common council, as provided by Section 60 of the Second- 
class Cities Law. Such recital, when so authorized, as aforesaid, shall be con- 
clusive evidence of the regularity of issue of said bonds and of their validity.® 


1. A search of the statutory authority. 

2. A determination that the statutoiy authority is not in conflict with consti- 
tutional prohibitions or limitations. 

3. A finding that 

(o) The bonds have been executed by the authorized officers. 

(b) They are in the required form. 

(o) They contain the required recitals. 

(d) They are payable within the time, at the place, and bear .such rate of 
interest as may be required by constitution or statute. 

If registration or approval by any designated officer is required, it must be 
found that the bonds have been bo registered or that such approval has been 
given. 

4. The examiner should have assurance on which he may properly rely that 
the conditions necessaiy for the legal issuance of the bonds have actually been 
fulfilled. A certificate of the proper officers is usually sufficient. 

6. But, if the law requires a public record as the exclusive evidence of certain 
facts, purchasers are charged with knowledge of the facts so appearing. 

6. The examiner must know as a matter of law whether there is legal author- 
ity for the levy or collection of taxes sufficient for payment. 

“Cons. Laws, Chapter 54, Section 60. 



674 


CIVIL OBLIGATIONS— MUNICIPAL BONDS 


Under the Local Bond Act of New Jersey, it is provided that 
the validity of bonds shall not be questioned in any suit com- 
menced after the lapse of 20 days from the first publication of 
the ordinance and resolution authorizing them, unless issued in 
violation of the referendum provisions. In the case of Dale vs. 
Borough of Bayhead, bonds were sustained by reason of this pro- 
vision. The act also dedlares that bonds reciting that they are 
issued under the act are incontestable.'^ 

Commendable as these attempts are, nevertheless it is good 
practice, in purchasing municipals, to insist on a certified copy of 
a legal opinion rendered by a competent firm of attorneys. Not 
only does such legal backing offer protection to the purchaser, 
but a subsequent sale of the bonds is often very difficult without 
an accompanying opinion. Even this opinion, however, does not 
protect against forgery and overissuance, that is, against fraudu- 
lent signing and disposing of more bonds than were originally 
authorized, by officers of the municipality. With corporation 
bonds, this contingency is provided for by certification by a 
trustee under the bond indenture. There are, it is true, some 
trust companies which offer this service in connection with mu- 
nicipal bond issues, but they are rarely ever called upon to op- 
erate. The investor is therefore compelled to rely largely on the 
carefulness of the issuing house in checking up these matters. 

Method of floating municipal bond issues. Unlike the pro- 
cedure usually followed in the negotiations between the banker 
and the corporation, which lead up to a sale of corporation bonds, 
municipal bonds are generally sold at a public sale to the highest 
bidder. The former transaction is private and confidential, the 
latter, public and competitive, for most states require that mu- 
nicipalities within their Jurisdiction sell their bonds on an open 
and competitive basis. The customary procedure, therefore, is 
for the municipality to advertise the sale of its bonds in advance 
and to receive and to open bids for the issue on a specified day. 
The municipality, however, reserves the right to reject any or 
all bids, if its officers feel that they are inadequate. The follow- 
ing advertisement will illustrate the manner in which such trans- 
actions are usually consummated; 

* State and Municipal Compendium, June, 1939, p. 133. 
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$400,000 

CITY OF WATERBURY 

CONNFXTICUT ' 

4^ PER CENT WATER BONDS 

Sealed proposals wiE be received at this olSce untU 7 o'clock P.M., Stand- . 
ard Time, Monday, , 

July 25th, 1927, 

(at whieli time they will be opened in public at a meeting of the Board of 
Aldermen of said City) for the purchase of the following described bonds: 

$100,000 4% PER CENT Water bonds of the City op Waterbury, 19th 
Series; of a denomination of one thousand dollars ($1,000) each, dated July 
15th, 1927, and payable ten thousand dollars ($10,000) thereof on the fifteenth 
day of July of each of the years 1957 to 1966 inclusive. Interest payable 
semiannually January 15th and July 15th. 

$300,000 4% PER CENT Water bonds of the City op Waterbury, 20th 
Series; of a denomination of one thousand dollars ($1,000) each, dated July 
15th, 1927, and payable ten thousand doEars ($10,000) thereof on the fifteenth 
day of July of each of the years 1928 to 1957 inclusive. Interest payable 
semiannually January 15th and July 15th. 

Principal and interest on the foregoing described bonds to be payable in 
lawful mone 3 '' of the United States of America at the First National Bank 
of Boston, Massachusetts. 

Said bonds to be issued in coupon form convertible into registered bonds 
at the option of the purchaser or holder thereof, will be printed under the 
supervision of and certified as to genuineness liy the First National Bank of 
Boston and their legality approved by Messrs. Storey, Thorndike, Palmer, 
and Dodge of Boston, whose legal opinion will be fumkhed the purchaser. 
All legal papers incident to this issue wiU be filed with said bank where they 
may be inspected at any time. 

Bonds will be delivered to the purchaser on July 29th, 1927, at the First 
National Bank of Boston, Massachusetts. 

Each proposal shall state the amount of the bid in words and numerals and 
should be marked “Proposals for Bonds,” and addressed to Thomas P. Kelly, 
City Clerk, Waterbury, Connecticut, and be accompanied by a certified check 
payable to the order of the City Treasurer of the City of Waterbury for one 
per centum ( 1 per cent) of the par value of the bonds bid for, as a guaranty 
of good faith on the part of the bidder. 

No bid for less than par or the face laalue of the said bonds and the accrued 
interest thereon can be accepted and the right to reject any and all bids is 
reserved. 

THOMAS P. KELLY, 
City Clerk. 
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It will be noted in this advertisement that the municipality 
makes the offer subject to legal opinion. This method is more 
desirable than that of having the buyer submit his bid subject to 
a subsequent examination, which may result in the discovery of 
some irregularity in the issue. Under such a condition the city 
might face a vexatious or embarrassing delay in receiving funds 
from the sale. It will alsabe noted that any bid to be considered 
must be accompanied by a deposit as evidence of good faith. 
Without such a requirement, a house lacking financial responsi- 
bility might become the successful bidder and be unable to con- 
summate the transaction. Or, if the successful bid were close to 
the market value of the bonds, such a bidder might turn his deal 
over to another house at a profit. In one of the bond sales of the 
United States Government during Cleveland’s term of office, a 
New York bank clerk, having no financial backing at all, entered 
a bid wliich was successful and sold it to a responsible house for 
a substantial sum. Bids of this kind, known as “postage stamp 
bids,” were common at one time, but have now been made im- 
possible by the requirement that a certified check accompany 
each bid. 

Different types of municipalities; economic and legal status. 
We may next consider briefly the different types of municipali- 
ties customarily issuing bonds. Generally speaking, the term 
“municipality” is used to include all municipal or quasi-munici- 
pal bodies, including school and special taxing districts. Coun- 
ties, although they may be called municipal corporations, as in 
New York,” are more accurately major political subdivisions of 
the state; that is, legal organizations vested with some of the 
customary municipal powers, but not true municipalities. There 
is no legal difference, it is true, between the bonds of a county and 
those of a city; but there is the practical difference that counties 
may issue bonds for only relatively few purposes. Also, the total 
amount of county bonds outstanding is generally small in rela- 
tion to the assessed valuation of the taxable property in the 
county. 

The economic status of county bonds should require them to 
be rated somewhat higher than bonds of the included municipal- 
ities. In most states the county, after determining the amount 
of annual budget, apportions this over the various municipalities 
and other taxing units on the basis of assessed property therein. 
The county levy thus constitutes a definite claim to the revenues 


° Thompson's Laws of New York 1939, Chapter 
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raised by the local taxing unit. Cities, on the other hand, have 
more or less complete self-governing powers by virtue of the 
typical charters under which they operate. Such powers include 
that of taxation as well as the incidental power of borrowing in 
anticipation of revenues. Thus, city bonds, as a class, prob- 
ably command a slightly better price than county bonds, even 
though theoretically county bonds ought to rate ahead of bonds 
of cities and towns. Cities are likely to be run on a more busi- 
nesslike basis than are counties, and to represent a more highly 
organized unit. 

The relationship between county and city, however, makes 
necessary a slightly different analysis of debt and property values 
than is ordinarily given in the ease of county bonds. The cus- 
tomary. method for setting up a county debt statement is to state 
the assessed valuation of property within the county, the popu- 
lation, and the gross debt. The same property that provides 
security for the county debt also provides for the payment of all 
the municipal and special district debts within the county, as 
well as for its proper share of the state debt. Accordingly, the 
total debt within the county may be estimated by finding the 
total net debt of the municipalities within the county and adding 
this total 'to the net county debt. The state debt may then be 
apportioned by finding the proportion of total state assessed val- 
uation located within the county and adding this percentage of 
the state's net debt to the county debt. The result so deter- 
mined, added to the previous total, will give the actual debt sup- 
ported by the county's property. The following example will 
show how these corrections may be made in a given case : 

ANALYSIS OF HUDSON COUNTY, NEW JERSEY, DEBT: 19-10 


Net Debt — ^Hudson County Proper .$22,675,797 

Net Debt of Cities Located in Hudson County . . 83,436,283 


Net Debt Covering County Area 

Proportionate Share of State Debt: 

County Assessed Valuation (1940) 1,125,039,81 9 
State Assessed Valuation (1940) 5,489,609,000 


153,525,000 = 


$106,111,080 

31,463,000 


Total Net Debt ,$137,574,080 

Assessed Valuation ■ $1,125,039,819 

Ratio Debt to Assessed Valuation 12.2% 

Population (1940) 649,798 

Per Capita Debt ■ $211.65 

Special municipal districts. In addition to the city, there 
are minor political units, which may have all or part of the 
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powers granted to cities, depending on their size and the state 
in which they are situated. Towns, villages, or boroughs are 
usually political units smaller than the city and are endowed 
with fewer powers, although, so far as borrowing and taxing 
powers are concerned, they are in essentially the same situation 
as the city,® From the ^investor’s standpoint, therefore, the 
difference is mainly economic. The village, the borough, or 
the town suggests a small population, a rural community, and 
a lack of diversified industry. 

In addition to the county, city, or town, the state may create 
other districts and allocate to these certain powers not delegated 
to the city or the town. These districts, furthermore, may be 
superimposed on a city or a town already in existence. Such dis- 
tricts may be formed for the purpose of operating schools, in 
which case they are called school districts : or the essential pur- 
pose may be to build and operate roads, drainage projects, irri- 
gation, or to serve any other ends that may make the creation 
of such a district desirable.'^ The legal characteristics of these 
districts may be described as follows : 

The school district or road district is usually invested by general enact- 
ments operating throughout the state with a corporate charter, the better 
to perform within and for the locality its special function, which is indicated 
by its name. It is but an instrumentality of the state and the state incor- 
porates it that it may the more effectually discharge its appointed duty. . . . 
Considered with respect to the limited number of their corporate powers, the 
bodies above named rank low down in the scale or grade of corporate exist- 
ence, and, hence, have frequently been called quasi corporations. This desig- 
nation distinguishes them, on the one hand, from private corporations aggre- 
gate, and, on the other, from municipal corporations proper, such as cities 
or towns acting under charters, or incorporating statutes, and which are in- 

“The political unit following the city is given different nomenclature in differ- 
ent states. In mo.st New England States it is called the town, although the 
term borough is used in Connecticut to designate the wider area known as the 
town in other New England States; in New York, the term village. In Louisi- 
ana, the term parish is used for the county unit of government. 

' The Chicago Sanitaiy District was ineoi'prated by the state of Illinois in 1899 
and comprises some 442 square miles of tmitoiy, including the city of Chicago. 
This district was incorporated solely for the purpose of enabling a section of the 
state to construct and finance the disposal of sewage. It has fidl taxing powers 
and may borrow money to acquire the nece.ssaiy plant and other assets to per- 
form its work. It has no oiher functions. The Miami Conservancy District of 
Ohio was incorporated for the sole purpo.se of enabling the people within the 
drainage area of the Miami River to finance the work necessary to protect them- 
, selves against floods and washouts. Other special districts of this type are the 
Moffat Tunnel District including Denver, Colorado. 
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vested with more powers and endowed with special functions relating to the 
particular or local interests of the municipality, and to this end are granted a ’ 
larger measure of corporate life.® 

A different kind of district, and one which is becoming more 
common, is the "authority.” Ordinarily, it is distinguished 
from the tax district by its conduct of, some form of operations 
from which it derives revenues, tolls, or fees. The debt of such 
an authority becomes a first charge on this income, and in some 
cases the authority may have recourse to the taxing power, 
if this is necessary.** However, it will be noted that a few tax 
districts formed to construct bridges or irrigation works are 
very similar in character. 

Effect of superimposed districts on true debt of localities. 
The obligations of such corporations are secured in essentially 
the same way as are those of cities and towns — that is. by the 
taxing power applied to the property within the district. The 
presence of such districts, however, complicates the problem 
of analyzing municipal bonds, for it means that a further set 
of obligations is now imposed on the same property. Thus, 
where the school district is practically coterminous with a city, 
as it often is, the aggregate debt of the city includes not only 
the city debt proper but the school district debt as well. In 
selling the bonds of the school district, a bond house may show 
on the bond circular only the net school debt, assessed valua- 
tion, and population for the district, without reference to the 
city obligations, or to the municipality’s share of the county 
debt. In reality, the problem of determining the exact net debt 
of any given municipal district at a particular time ‘is a rather 
complex one. Further attention is devoted to this matter in 
subsequent parts of this chapter (see page 696) . 

Special assessment bonds. The obligations of these quasi- 
municipal corporations are not to be confused with special 
assessment bonds. The former represent the full obligations of 
a specially created district and are usually payable from unlim- 


* Dillon, J. I’.. Law of Municipal Corporations (Boston: Little Brown. & Co., 

“ The^ort of New York Authority, including a part of both New York and New 
Jensey, has issued bonds chiefly for the construction of bridges and tunnels that 
are dependent for their interest, apd principal for the most part upon the tolls and 
revenues derived from operations. The Port of New Yprlc Authority has nq 
taxing powers, 
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ited taxes on the property located in such districts. Special 
assessment bonds, on the other hand, are not general obliga- 
tions of the issuing unit unless so specified, but are payable 
from assessments against the specific property benefited by the 
expenditure of the borrowed funds. Thus, with quasi-municipal 
bonds — that is, school, road, irrigation, or levee districts — the 
problem of financial analysis centers in part on the relation of 
debt to the assessed value of property within the area in much 
the same way that a similar study is made in analyzing the bonds 
of ordinary municipalities. In considering special assessment 
bonds, however, one must recognize that only a small part of 
the entire property of the issuing municipality may be assessed. 
Such bonds, therefore, should be purchased only after the inves- 
tor has studied the character of the neighborhood responsible 
for payment, the stability of values within its limits, and its 
ability to meet assessments necessary to pay principal and inter- 
est. This investigation is necessary, unless the municipality 
within which the specially assessed property lies pledges its full 
faith and credit for the ultimate payment in the event that rev- 
enues from special assessments are inadequate.^” 

The distinction made between special assessment and tax 
district bonds should not be interpreted as indicating that, as 
a class, the former are less desirable than the latter. As a mat- 
ter of fact, there have been just as many defaults in the munici- 
pal field among certain drainage, irrigation, and road district 
bonds in the West and the Southwest as among special assess- 
ment bonds. The principal reason for these defaults has been 
the lack of adequate property values to support the charges 
incurred through borrowing operations. It may happen that 
the incorporated district comprises farm lands of doubtful value. 
The issuance of bonds is undertaken to provide funds for im- 

The student -will do well to study the case of Superioi', Wisconsin, which de- 
faulted on. certain special assessment bonds in 1904. See Commercial and Finan- 
cial Chronicle, Vol. 79, p. 2107. 

“For specific examples, the reader is referred to the following: 

Denver St. Vrain Municipal Irrigation District and Denver-Greeley Valley 
Municipal Irrigation District, Colorado (see Commercial and Financial Chronicle, 
Voi. 92, p. 476). 

San Arroga Irrigation District, Colorado (Commercial and Financial Chronicle, 
"State and City Section,” May 30, 1914, p. 145). 

See also List of Local Improvement District Bonds, State of Washington, in 
default as reported in various issues of BnUeiin, Iiivp.stment Bankers' Association, 
1926 and 1927. 
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proveinents that are expected to raise values. If the project 
to be financed is ill-advised, or improperly executed, the added 
values fail to materialize, and the district becomes bankrupt. 
Where the debt service requires a tax so high that it is not profit- 
able for the landowner to meet the assessments, a sheriff’s sale 
for taxes is of little assistance to the bondholders, for it is more 
than likely that the price realized for the land will fail to cover 
taxes, and thus the bondholders will be required to bid in order 
to protect their equity. This condition is especially true where 
the district lacks fertility or an adequate rainfall. The purchase 
of irrigation bonds requires an intimate knowledge of the proj- 
ect, its engineering problem, and the ultimate increase in values 
that may reasonably be expected to materialize. 

The mere fact that a bond is designated as an assessment bond 
is by no means evidence that it is payable only from assessments 
against the property benefited. The ill favor in which such 
bonds are now held has led municipalities to issue bonds to pay 
for local improvements, and to pledge their unlimited taxing 
power for the payment thereof. In such cases, however, the 
city undertakes to assess special taxes against the property 
benefited in an amount sufficient to pay the necessary interest 
and principal. Failure on the part of the city to collect adequate 
taxes does not relieve it from the necessity of meeting the pay- 
ments on the bonds. This arrangement is true, for example, 
of special assessment bonds issued in New York and New Jersey, 

Purposes for which municipalities may borrow. The pur- 
poses for which municipalities may borrow are generally stated 
either in the state constitution or in the statutes that set forth 
the borrowing powers of the state’s political subdivisions. Fre- 
quently, municipalities are definitely prevented from using their 
credit for certain purposes, particularly for the purpose of assist- 
ing private enterprises. Municipal borrowing may be divided 
into temporary and funded, or long-term, debt. Temporary 
borrowing operations are the result of the peculiar characteris- 
tics of municipal revenues. Municipalities, of course, derive 
their revenues largely from taxation. Taxes, however, are col- 
lected as a rule only once a year, or at most twice a year, while 
the municipality is required to provide for almost continuous 
expenditures. To meet this situation, municipalities are fre- 
quently obliged to borrow for current expenses. This type, of 
financing, as practiced by municipalities and governments, is 
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permissible, for it avoids the collection of taxes in advance. 
Furthermore, it is often impossible to predict exactly what 
revenues or expenses will be, with the result that there are inevi- 
table maladjustments between income and expense which require 
temporary financing. Within Imiits, therefore, all full munici- 
palities and other administrative districts are given power to 
resort to temporary borf owing in anticipation of taxes. The 
instruments sold in such cases are called “tax anticipation war- 
rants” and are paid upon the receipt of taxes. 

In contrast with this temporary, or short-term, financing 
are the loans of municipalities floated for the purpose of erect- 
ing public buildings, carrying out public improvements, or 
otherwise performing the logical functions of local government, 
which require too heavy an expenditure to be borne easily from 
the taxes of a single year. Borrowing may also be undertaken 
in order to acquire and operate industries vitally necessary to 
the public welfare. Ownership and operation of waterworks 
have long been recognized as proper functions of municipalities. 
More recently, municipal operation of electric lighting plants, gas 
plants, and street railways has been undertaken. If the munici- 
pality is successful in the operation of these undertakings, the 
revenues therefrom will offset any additional debt charges in- 
curred in the acquisition of the properties. Such municipal 
debt is regarded as self-supporting; that is, revenues from opera- 
tion cover charges, and additional taxation is not required to 
meet the payment of interest thereon. While it would be diffi- 
cult to enumerate all the specific purposes for which municipali- 
ties borrow, the following list will suggest some of the more 
common purposes: 

Erection of Public Buildings: 

City HaU. 

Libraries. 

Protection: 

Police Buildings. 

Fire Buildings and Equipment. 

Flood Protection. 

Public Improvements: 

Streets and Paving. 
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Sanitation: 

Sewage Systems. 

Incinerators. 

Garbage Disposal. 

Education: 

Schools. ' 

Municipal Utilities: 

Water. 

Electricity. 

Gas. 

Traction. 

Municipal operation of public utilities. Whether or not it is 
good practice for a municipality to extend its activities to include 
the operation of public utilities is debatable. The operation 
of water systems is so simple and standardized and so necessary 
to a community that municipal control of such enterprises is 
rarely questioned. In regard to the operation of electric light 
and power, gas, or traction systems, however, municipal con- 
trol may not be considered so desirable, for several reasons. 
First of all, the opportunity for mismanagement, political cor- 
ruption, and extravagance in the operation of such utilities is 
much greater than in that of water systems. Furthermore, it 
is possible for those in power to conceal operating losses for 
many years, through inadequate maintenance and failure to 
charge adequate depreciation. In other words, a city may em- 
bark on an extended program of municipal operation of public 
utilities that requires heavy borrowing, which may be enthusias- 
tically authorized, on the assumption that it will be self-support- 
ing. Where municipal operation proves unsuccessful and 
charges are not earned, the debt becomes a charge for the tax- 
payer. Detroit and Seattle have probably gone further in the 
matter of municipal operation of public utilities than any of 
the other larger cities. Thus, in 1940, Detroit had outstanding 
street railway bonds in the amount of $32,900,000. These bonds, 
issued by the City of Detroit, are dii’ect and unlimited obliga- 
tions, although at the time of their issuance it was expected 
that revenues from municipal operation would be sufficient to 
meet operating expenses and interest charges. Seattle, in the 
same year, had outstanding $6,765,000 of street railway bonds 
and $38,155,000 of light and power bonds. However, both the 
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principal and interest on these bonds are payable from the gross 
revenues of the utility properties which they cover and are not 
supported by the general taxing power of the city. Such bonds, 
that depend upon the earnings of a specific enterprise and are 
unsupported by taxation, are called “revenue” bonds.’^^ Other 
examples of the revenue jDond are the issues of certain authori- 
ties, such as the California Toll Bridge Authority and the Lower 
Colorado River (Texas) Authority. Through this device a city 
may avoid a limitation placed upon its indebtedness, and can 
avoid the liability of meeting charges in case of failure, although 
it is possible that it might feel obliged to assume responsibility 
in order to protect its credit. 

Maturities of municipal bonds. The purpose for which 
municipal bonds are issued should govern, to some extent, their 
maturities. Obviously, it is poor financing to issue 26- or 30- 
year bonds in order to provide funds to build a road whose maxi- 
mum life is but five years. The inevitable result of such a 
policy of loading up the city with long-term debts, incurred for 
dissipated assets, would be financial trouble. The theory of 
municipal borrowing is based largely on the idea that improve- 
ments will add to the general value of taxable properties, or 
that the improvements obtained with the borrowed funds will 
be of benefit in subsequent years. On this basis, it is proper 
that the cost of acquiring these improvements should be deferred 
until the added values in taxable properties have materialized, 
or that their cost should be passed on in part to subsequent gen- 
erations through borrowing operations that defer payments. 
To defer payments beyond the life of the improvements is, how- 
ever, entirely illogical. 

Some states recognize the dangers that might result from lack 
of control over bond maturities, and prescribe the maximum 
length of time that municipal bonds may run. Massachusetts 
has one of the most detailed laws in this respect. The statutory 
provisions of this state limit municipal borrowing by restrict- 
ing the purposes for which debts may be incurred, as well as 
their maturities. Thus, cities and towns may incur debts, with- 
in specified limits, for the following purposes and payable 
within the time specified: 

'“‘For more extended discussion, see L, S. Knappen, Revenue Bonds and the In- 
vestor (New York- Prentice-Hall, Inc., 1939) Ti-ptUinent of these bonds when 
defaulted is covered in Chapter 6. 

“ State and Municipal Compendium, June, 1935, p. 39. 
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Maximii, 

Purpose Years 

Bridgea — Stone, Concrete, or Iron 20 

Cemetery Lands tO 

Electric or Gas Utilities 20 

Emergency Appropriations Suitably Approved 1 


Judgments, Payment of . 1 

Land and Public Buildings 20 

Park Land 30 

Roads — Macadam . . , , 5 

Roads — Permanent, as Stone or Brick 20 

Sewers and Drainage 30 

Sewers — Connections with Buildings 5 

Sidewalks S 

Street Railway Properties . 10 

Walls and Dikes on Highways .10 

Water Works— Land 30 

Water Works — ^Buildings, etc . 20 

Water Works— Mains 5-23 


Other states set arbitrary limits on the time within which 
local bond issues must mature. In New Hampshire and Ver- 
mont, all local bond issues must mature within twenty years. 
The limit in Pennsylvania, exclusive of Philadelphia, is thirty 
years; in West Virginia, thirty-four years; in Illinois, Wiscon- 
sin, and Missouri, with exceptions, twenty years; and in Okla- 
homa, twenty-five years. In Colorado county bonds are per- 
mitted to run not less than ten years, and city and town bonds 
not less than ten, nor more than fifteen years. 

Formerly, the accumulation of sinking funds from annual 
revenues was required in order to provide sufficient cash to meet 
an issue of bonds when it became due. There is, however, too 
much opportunity for mismanagement in the operation of these 
funds to make this a desirable method of meeting the situation. 
A great many of the states now require the serial method of 
payment of local bond issues, and some states regard this require- 
ment as a substitute for specific maturity limitations. 

Financial analysis of municipal bonds. Up to this point, 
the discussion has centered on the general aspects of municipal 
financing rather than on the specific factors that make the bonds 
of various municipalities differ in safety and desirability. In 
a broad way, it may be said that those economic factors which 
contribute to the wealth and growth of a local community con- 
tribute also to the financial strength of its bonds. The amount 
of debt outstanding, in relation to resources and population, is 
also important. The location of a municipality in respect to 



686 


CIVIL OBLIGATIONS— MUNICIPAL BONDS 


jiatural phenomena, such as floods, earthquakes, and tornadoes, 
must be considered. Finally, the age of the municipality, its 
past debt history, and the character of its population are all 
matters that affect the credit of a given community. 

Local industries. The presence of diversified industries 
within the territorial limits of a local district has the same value 
to the district as was noted in our discussion of state bonds. 
Diversified and growing industries, of course, provide a perma- 
nent and growing income for the community. Another factor 
of importance is the location of the municipality in respect to 
transportation. Cities like St. Louis, Dallas, Kansas City, 
Omaha, and Des Moines are railroad centers, and hence they 
serve as distributing points for the surrounding country. Even 
if there were no important industries in these cities, they would 
still have an element of stability because of Iheir location as 
junction points for several important railroads. Tn contrast 
with cities that enjoy varied industries or strategic locations are 
the one-industry communities, or communities whose principal 
industry is naming. Akron, Ohio, for instance, is largely devoted 
to the production of rubber goods. Fall River, Massachusetts, 
and Woonsocket, Rhode Island, are essentially textile commu- 
nities. Tulsa, Oklahoma, owes its wealth largely to the oil 
fields in its immediate vicinity. The prolonged and severe 
depression in the Northern cotton industry has seriously affected 
property values in Woonsocket and Fall River. A decline in 
Oklahoma oil production might conceivably result in a serious 
decline in property values around Tulsa. Important informa- 
tion regarding the amount of capital invested, the character 
of the industries, and the value of the products of the leading 
industries in more important cities is available in the Census 
of Manufactures, published by the Bureau of the Census of the 
United States. 

Where a local district is situated close to a large city and 
serves primarily as a residential subui'b, the presence of indus- 
try is not desired. Newton and Brookline serve in this way 
for Boston. A large number of such communities are located 
in the vicinity of New York. In fact, some towns as far as 
thirty miles from New York serve principally as residential areas 
for the metropolis. Such towns are satellites of the metropolis 
and derive their general character from the economic character 
of the latter. The type of people who make their residence in 
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these communities will determine the wealth and standing of 
the particular town. 

Ratio of net debt to assessed valuation. Although a general 
survey will indicate the permanency that may be expected in 
relation to values in a given case, it fails to give specific infor- 
mation in respect to the municipality’s ability to meet promptly 
the principal and the interest on its’ debts. A more detailed 
economic analysis is required. The most obvious indication 
of a municipality’s ability to pay lies in the ratio of net debt 
to the assessed value of the property within its area. Such a 
ratio also makes possible a comparison of the status of different 
municipalities by the reduction of net debt to a common denomi- 
nator. 

Method of ascertaining net debt. Before making the actual 
computations necessary to arrive at this ratio, however, one 
must first define his terms. For instance, what is meant by 
“net debt”? One would obviously be in error were he to use 
as a basis for computations the actual total debt of the munici- 
pality, for it often happens that sinking funds are held in the 
city’s treasury against outstanding bonds. It would be per- 
fectly proper, therefore, to deduct sinking funds from total debt 
in order to ascertain net debt. Let us consider, however, still 
another situation. Suppose that City A operates its own water 
system, which was acquired at a cost of $2,000,000, the entire 
amount of which was secured by a bond issue. Revenues from 
this system, however, adequately cover charges. These bonds, 
accordingly, do not result m a charge on the taxpayer. City B, 
on the other hand, does not own its water system, which is pri- 
vately operated. In order to put these two cities on a com- 
parable basis, it is necessary to eliminate water debt from the 
former to arrive at net debt. I)i the same way, it is usually 
considered good practice to eliminate all self-supporting debt 
to obtain the net figure. 

Treatment of overlapping areas. As contrasted with these 
deductions, however, are the possible additions due to overlap- 
ping districts. In some states it is customary to create special 
school districts more or less coterminous with municipalities. 
These school districts borrow for the purpose of erecting schools, 
thereby relieving the municipality of that burden, but the same 
property is assessed to meet this debt as that of the municipali- 
ties. As already explained, it is proper to add special district 
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debts, or a pro-rata share of them, to the debt of the municipal- 
ity. The same applies to county and to state debt, which should 
be apportioned among the municipalities whenever local tax 
rates include the burden of such debts.^^ 

Proper ratios of debt to assessed valuation. Assuming that 
the proper methods for determming the net debt of a munici- 
pality have been establi^ed, the question now arises: What 
should be the ratio of debt to the actual or adjusted assessed 
value of property?^® This question cannot be answered pre- 
cisely. For one thing the size of the municipality will make 
some difference in the ratio. Undoubtedly the larger the city, 
the more diversified its industries are likely to be, and the more 
likely it is that values will be stable. Consequently, for large 
cities, a ratio of debt to assessed value which is higher than 
that for very small communities, whose main source of income 
lies in one local industry, may be accepted as conservative. 
The Bureau of the Census divides cities having a population 
over 30,000 into five groups on the basis of size, and prepares 
for each group the ratio of total debt to total assessed valua- 
tion. The following table gives these data for the five groups 
for the years 1930 and 1937: 


ASSESSED VALUES AND DEBT STATISTICS FOR CITIES WITH 
POPULATION OVER 30,000: 1930 AND 1937* 


Orowps 

of 

CiUes'f 


II. 

III. 

IV. 
V. 


Assessed 

Valmtions 

1930 

Net Debt 

Ratio 

Assessed 

Valuations 

1937 

Net Debt 

Ratio 

Subject 

at Close 

of Net 

Subject 

at Close 

of Net 

to tax 

of Year 

Debt to 

to tax 

of Year 

Debt to 

(Millions 

(Millions 

Assessed 

(Millions 

(Millions 

Assessed 

of Dollars) 

^Dollars) 

Vahtation 

of Dollars) 

of Dollars) 

Valuation 

42,422 

3,876 

8.36% 

37,482 

4,374 

11.67% 

8,490 

696 

8.20 

6,224 

804 

12.92 

16,427 

1,249 

7.60 

13,010 

1,224 

9.41 

9,407 

610 

6.48 




6,488 

427 

6.68 





* Financial Statistics of Ctiies, Bureau of the Census, United States Department of Comnieroe, 
1930 and 1037. 

t Group I, population of 600,000 and over; Group II, 300,000-600,000; Group III, 100,000-300,000; 
Group IV, 60,000-100,000; and Group V, 30,000-50,000. Groups IV and V omitted after 1931 


One would expect a gradual reduction in the ratio of debt to 
assessed value from the large to the small municipality. The 


“ See p. 696, for an iUustration of this procedure. 

“Note that we say “actual or adjusted assessed value.” Where a city assesses 
property at less than its real value, the assessed value should be revised as nearly 
as poasiblo to 100 per cent. For a further explanation see j ■. 668. 
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logic of this tendency has already been discussed. The aver- 
age ratios in the preceding table also give some idea as to what 
ratios may be considered as conservative. Statistics that gave 
true values of taxable property and the total overlapping debt 
would be more satisfactory in presenting an accurate picture of 
affairs. If all overlapping debt has been allocated to the munici- 
pality under consideration, one is probably justified in saying 
that a 10 to 11 per cent ratio of net debt to the true assessed 
value figure would be conservative for a city with a population 
of 500,000 or over. It may be argued that a 10 or 11 per cent 
ratio is so low that no question could ever be raised concerning 
the security behind the bonds. However, such a ratio might 
be regarded as a fair maximum for total debt if the true value 
of property were used as the base instead of the frequently 
understated assessed valuations. A rationale for a 10 to 12% 
per cent maximum might be worked out somewhat as follows; 

1. The maximum tax levy on real estate, the basis of most 
of the general property tax, should not exceed 2 per cent. 

2. Not more than one half of this levy, or one per cent, should 
be required for debt service. 

3. If it is assumed that one half of the debt service is for 
interest and one half for principal retirement, then one half of 
one per cent might be used for each. The one half of one per 
cent used for interest would carry a sum twenty tunes as large 
— that is, an amount equal to 10 per cent of the taxable property 
— if the bonds paid five per cent. With a four per cent rate of 
interest, a given amount of money would carry a bond issue 
twenty-five times as great, or in this instance 12% per cent of 
taxable property. If a similar line of reasoning is applied to 
the principal retirement portion it will be seen that, if an amount 
equal to the initial interest requirement is used to pay off bonds, 
the debt amortization of 5 per cent a year would wipe out the 
debt in twenty years- 

Opinions will vary as to what is a fair maximum tax rate, how 
much of the tax levy can be reasonably devoted to debt service, 
and what are likely bond interest rates and suitable average 
periods for debt retirement. However, this hypothetical ap- 
proach shows a method of studying the problem of municipal 
debt analysis that gets at the fundamental relation — that of 
debt charges to debt-paying ability. 
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As net debt increases o\'er 10 or 12 per cent of taxable values, 
the tax rate must be correspondingly raised to meet debt serv- 
ice. This situation discourages industry and may even lead it 
to seek less heavily taxed locations. Furthermore, the reluc- 
tance of a municipality to levy burdensome taxes has in, the past 
furnished the impelling motive for repudiation with or without 
reliance on technical grounds of invalidity or illegality of issue. 
Where debts are within conservative limits, therefore, the occa- 
sion for default is lacking. 

In the case of the small municipality, it is justifiable to take 
a somewhat smaller ratio as conservative. Just where the divid- 
ing line between large and small municipalities should be drawn 
is a matter of judgment. One may logically make only a slight 
distinction between cities of 100,000 population, and up. But 
when one considers municipalities with a population of 50,000 
or under, much greater attention should be paid to the ratio 
of debt to assessed valuation. Thus, in establishing theoreti- 
cally conservative ratios, one would probably set maximum limits 
for cities in Groups II, III, and IV which would be only a little 
lower than those for Group I; but in respect to cities in Group 
V, and particularly in respect to cities and towns with a popula- 
tion of under 30,000, a decided lowering of the limits is desirable. 
A 6 per cent ratio may be set for cities coming in Group V, and, 
for smaller localities, particularly where population is under 
10,000, the limits should probably be lowered gradually to 5 or 
4 per cent. 

Theoretical limits of this nature are merely rough guides, 
however, and therefore the special factors that are often pres- 
ent to alter the situation should not be overlooked. Compare, 
for example, a town with a population of 3,000, located in a 
mining district, with a town of equal population, situated close 
to a large city of the best type. Undoubtedly, to allow for the 
greater stability in values found in the latter town, one should 
insist on a much lower ratio for the first town than for this one. 
A study of recent defaults in municipal bonds will show that 
they have occurred almost entirely among special assessment 
issues or among issues of small localities lacking diversification. 
On the other hand, with the rough limits that have ‘been set up 
as a guide, the investor, in an effort to test the reasonableness 
of a municipality’s debt ratio, is in a position to compare its 
relative debt with a wide range of other factors, including type 
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and diversification of industry, character of the population, age 
of the community, its location, its nearness to other municipali- 
ties, its legal control over borrowing operations, and its liability 
to widespread damage from natural phenomena. 

Per capita debt. Another test that supplements to some 
extent the ratio of net debt to assessed values involves a deter- 
mination of the net debt per capita of the municipality. The 
possible* errors that may arise in the process of assessment, and 
the avowed policy in some states of allowing assessments at 
rates substantially below the actual value of the property, make 
it advisable to find a means of checking the ratio of debt to 
assessed value. Frequently the percentage of underassessment 
for individual cities can be learned and an adjustment made, but 
the per capita debt figure provides a simpler ratio. Despite the 
fact that the actual per capita wealth of communities varies 
rather widely, per capita debt figures do indicate to some extent 
the ability of a municipality to discharge its obligations. Even 
after allowance is made for the rather wide differences that exist 
in the per capita wealth of communities, a per capita debt of 
$350 for a municipality of, say, 100,000 population would appear 
high. On the other hand, a per capita debt of $50 would appear 
very conservative. A question arises at this point as to what 
figures may be adopted as normal. Again, one comes to the 
inevitable conclusion that the larger the city or the municipality, 
the larger the per capita debt may be without its placing an un- 
due financial burden on the community. The reasons for this 
conclusion have already been discussed in part. An additional 
factor must be explained, however: the fact that wealth is con- 
centrated in large cities, thus resulting in larger wealth per 
capita in such localities. Theoretically, this factor does not 
enter into the situation in a discussion of the ratio of debt to 
assessed valuation, for the variable unit, wealth, has been used 
as the denominator. Actually, however, much of the wealth 
that is concentrated in larger communities is intangible ; that is, 
it is in the form of stocks, bonds, and other evidences of wealth 
which are not easily assessed. Hence one may even conclude 
that actual wealth increases more rapidly than assessed values 
as the size of the municipality increases. 

Proper ratios of debt to population. The clue to the proper 
limits for per capita debt is likewise found in the census com- 
pilations. Hased on data for 1930, the following averages appear 
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for the various groups of municipalities established by the 
Bureau of the Census: 

PER CAPITA ASSESSED VALUATION AND DEBT STATISTICS FOR 
CITIES OF OVER 30,000 POPULATION: 1930* 

GROgs Debt Per Capita — ^ 

Public Per Capita Assessment 

General ' Service Subject to the 

Oi-oups Deparl)nenls Enterprises Net General Property Tax 

of lilunicipal and Debt Pea' Assessed Estimated 

Citiesi Total Services Investment Capita Valuation True Value 

I... ,$291.57 .$200.74 $90.84 ,$185.88 .$2,226.66 $2,721,43 

II 197.45 142.56 54.89 148.32 1,809.07 2,191.13 

III 149.29 112.37 36.92 114.42 1,506.46 2,037.14 

IV 128.69 106.80 22.79 96.86 1,494.27 2,017.88 

V 122.64 98.02 24.61 91.30 1,386.86 1,861,06 

* Financial Statistics of Cities, Bureau of the Ceneus, United States Department of Commerce, 
1930, pp. SIO. 661. See footnote 10 below with regard to later data 
t Group I has a population of 600,000 and over, Group II, 300,000-600,000; Group III, 100,000- 
300,000; Group IV, 60,000-100,000, Group V, 30,000-60,000. 

The very rapid growth of municipal debt between 1925 and 
1930 for all classes of cities is shown by the following table, 
which indicates also a tendency for assessed valuations to move 
closer to estimated true values: 

PER CAPITA ASSESSED VALUATION AND DEBT STATISTICS: 1925* 


Per Capita Assessment Subject 
TO General Property Tax 

Groups Net Debt Assessed Estimated True 

of Cities per Capita Valuation Valuation 

1 $147.86 $1,801.19 $2,201.58 

II 116.61 1,610.47 1,942.21 

III 91.77 1,373.43 1,769.20 

IV 74.72 1,316.63 1,728.43 

V 64.34 1,166.84 1,602.89 


* PinaneiaX Slatiatics of Ciiiea, Bureau of the CensuH, United States Department of 
Commeroe, 1925, pp 414, 455. 

Here is sufficient evidence that per capita wealth decreases 
with the size of the municipality. Furthermore, the per capita 
debt for groups varies directly as the size of the municipalities 
within the group varies, indicating that it is current practice 
for the smaller municipalities to keep down their per capita 
debt as compared with the larger municipalities. In view of 
this situation, it is entirely logical that any theoretical limits 
should take this tendency into account. Although all maximum 
limits should be accepted as tentative and applied in the light 
of surrounding conditions, the amounts indicated in the table 
below are suggested for a conservative standard. These limits, 
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it will be understood, apply when the net per capita debt is 
found by including not only the direct debt of the oominunity 
but also the apportioned share of the debt of overlapping tax 
districts, and subtracting sinking funds and any fully self-sup- 
porting debt. The census data previously given are based on the 
debts of the municipahties proper, with no adjustment made for 
overlapping areas. ^ 


LIMITS SUGGESTED AS CONSERVATIVE 
FOR NET PER CAPITA DEBT 


Amount 

$175 


Population ions than 30,000. . 40 to 85 


Municipal revenues and expenses. Further information 
relative to the manner in which municipal finances are admin- 
istered is available through the Bureau of the Census of the 
United States Department of Commerce, which issues annual 
analyses of revenues, expenditures, and debt for all the states 
and many of the more important cities.^* The reports permit 
an analysis of the major classes of revenues and expenses and a 
comparison with the figures of similar cities. Figures on indebt- 
edness, assessed valuations, and tax levies are also reported. 

Municipal tax rate. Another test of the financial operations 
of a municipality is found in the tax rate applied to the value 
of property within the area. A total tax rate between $20 and 
$35 per thousand of corrected assessed values may be considered 
as reasonable ; a higher rate should require an explanation. It 
will be found that a rate of $30 or over places a burden on the 
property owner that reacts unfavorably on the community. 
Industry is burdened either directly by the high tax rate or 
indirectly through the higher rents that must be paid. 

Delinquent tax collections. Ordinarily the power to tax is 
so potent that no question arises as to the certainty of collec- 
tion. The bulk of local taxes is levied upon real estate, and 

“In 1933 an executive order was issued suspending the collection of financial 
statistics of< cities with a population of 30,000 to 100,000 for the years 1932, 1933. 
and 1934, a suspension that has continued to date. Individual reports arc issued 
for cities with population over 100,000 and treated as an annual volume called 
Financial Statistics oj Cities. Some reports appear as much as two years after 
the olo,se of the reported year. 
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failure to pay means the seizure of the property by the com- 
munity, and its subsequent sale. When, however, business 
depression fastens itself upon a locality, inability to pay may 
result in a delinquency. The shrinkage of municipal revenues 
may prove embarrassing and produce defaults. It was for this 
reason that in the years immediately following 1930, municipal 
security investors carefully scrutinized the reports of the per- 
centage of taxes collected. Some communities pursued an 
extremely conservative policy, and by strict economy succeeded 
in living within, or nearly within, their reduced cash income. 
Others incurred debt that will have to be retired when back taxes 
are collected. Still others, either unable or unwilling to econo- 
mize, and without ability to borrow, were obliged to default. 
Undoubtedly the figures for tax collections during a period of 
business depression afford a valuable index of municipal finan- 
cial stability. 

Municipal defaults during depression. Because extreme 
stress provides a test of investments, the following summary is 
a valuable and concise picture of the extent of municipal defaults 
under the most adverse conditions: ” 

The outstanding facts with respect to State and Municipal debt defaults 
are these : 

1. No State government is in default. 

2. Counties, municipalities and special districts in default number approxi- 
mately 2,600 and their aggregate indebtedness represents about 10% of the 
total indebtedness of all States, municipalities and other special districts. 

3. Few municipalities in the default classification have failed to pay interest, 
and unpaid principal actually past due represents only a fraction of the total 
indebtedness. It has been estimated that the actual amount of past-due prin- 
cipal and interest only slightly exceeds 1% of the total State and municipal 
debt of the country. 

4 The depression in municipal finance appears to have touched bottom 
some months ago when one State and 37 cities of 30,000 or more population 
were in the default column. These communities together with eight cotermi- 
nous school districts which were also in default, accounted for about 38% of 
the gross debt of ah cities and school districts in that population group. As 
of this date, we find that 14 of these cities have met all past-due payments or 
have worked out a readjustment plan acceptable to a large majority of their 
creditors. The total debts of the remaining 23 cities and the eight school 
districts is only 5% of the aggregate debt of all cities in the group. 

6. As of November 1, 1934, a smnmary shows 2,654 counties, municipalities 
and other taxing districts in 40 States to be in default. Of this number, 1,992 

” A memorandum presented to the 40th annual meeting of the National Mu- 
nicipal League at Pittsburgh, Pa., November 26, 1934, by Shanks, Sanders, Jr 
(Editor), The Daily Bond Buyer, December 1, 1934, p. 2850. 
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were countiefSj municipalities and districts in default on general obligation 
bonds and 662 were drainage, irrigation and other special assessment districts. 
Eliminating these 662 special assessment district defaults as representing a 
special problem which is not strictly speaking a municipal debt problem, it 
appears that about one-half of the 1,992 municipal corporations in the default 
classification are extremely small places and represent a relatively insignificant 
part of the total debt of all defaulting municipalities. With a view to simpli- 
fying the picture, we have listed by States, the 1,067 municipalities in default 
having a population of 5,000 or more and find that they are scattered through 
37 States. 

6. A breakdown of these 1,067 defaults by States indicates that the default 
situation presents a serious problem in the following States where defaulting 
municipalities number 50 or more: Morida, Louisiana, Michigan, New Jersey, 
North Carolina, Ohio and Texas. In a few other States, while the number of 
reported defaults is not large (from 10 to 50), the situation is sufficiently 
serious to affect adversely the credit of the States and their municipalities 
and to indicate some fundamental weaknesses in public credit. In this group 
are: Alabama, Arkansas, Kentucky, Mississippi, Oklahoma, South Carolina 
and Tennessee. There are 14 States in these two groups so that in the re- 
maining 34 States there are either no defaults or the problem appears to be 
that of a comparatively few individual municipalities, rather than one of 
Statewide importance. 

7. Recently an attempt was made to ascertain the gross debts of all munici- 
palities of 5,000 or more population on the default list and a figure of roughly 
$2,225,000,000 was arrived at. Of this debt, $1,899,436,474 is accounted for 
by defaults in the 14 States named above as representing the areas in which 
the default situation is serious: 



, Group 1 


( 9)* 

Florida 

$303,137,887 

( 1) 

Louisiana 

85,426,650 

(21) 

Michigan 

487,445,613 

(18) 

New Jersey 

209,138,135 

(10) 

North Carolina . , 

161,123,576 

(24) 

Ohio 

235,159,785 

( 5) 

Texas 

110,240,269 

(88) 


.11,581,671,805 


Tigures in parentheses represent number of ^ 


Group 2 

( 6) Alabama $36,037,100 

( 1) Arkansas 159,166,180 

( 2) Kentucky 13,568,600 

( 4) Mississippi 23,694,416 

Oklahoma 8,074,824 

( 2) South Carolina . . 17,540,632 

( 2) Tennessee 60,703,019 


(17) ■. . . $317,764,670 


cities of 10,000 or more population in default. 


8. Referring again to the defaulting cities in the 30,000 or more population 
group, it is interesting to find that 25 of the 37 cities are located in the first 
group of seven States where the default situation has been the most serious, 
whereas only seven of these cities are in the second group of States just meu- 
tioned, the remaining five cities are located in States where no general condi- 


tion of default exists. 

9. In the case of several of the larger cities which must still be considered 
as being in default, rapid progress is being made in restoring the bonds of 
these' communities to a completely current basis. 


Ill connection with municipal debt difficulties, it is interest- 
ing to note that in 1934 the Federal Government passed a 
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municipal debt adjustment law, designed to permit financially 
troubled municipalities to work out a readjustment with credi- 
tors, somewhat after the manner of private corporations. 
Under this law the Federal court will not entertain a plan until 
a majority of creditors agree that the situation equitably requires 
a debt compromise or adjustment. Even then, the plan cannot 
succeed unless the court i^ convinced that it is fair, and has the 
approval of creditors holding three fourths of the debts. While 
the law has been applied directly in but few instances, it has 
served to eliminate the obstructive tactics of unreasonable 
minority creditors who might hope, by voicing objections, to 
attain financial advantages. 

Explanation of municipal analysis card. Up to this point, 
the more important financial factors to be analyzed in a study 
of the obligations of municipalities have been considered. In 
order to provide a convenient method for making the necessary 
computations and presenting the preceding data on a com- 
parable basis, a “municipal analysis card,” illustrated in Figure 
22, has been devised along the lines indicated in the paragTaphs 
below. 

The first section of the card is devoted to matters of general 
interest, such as the following; the county and the state in 
which the municipality is located; its date of incorporation; the 
type of corporation; whether it is a city, town, borough,'Or school 
district ; the character of its population — ^whether predominantly 
white, or part white and part Negro; its past debt history; the 
debt limits established for the municipality; whether or not 
the district is subject to disastrous natural plaenomena; and the 
nature of essential industries within the district. In this way 
a general picture of the municipality is given. The second sec- 
tion provides for a record of the actual debt, according to the 
purposes for which it was issued. The headings in this section 
require no discussion. Additional space is left for listing debt 
which cannot be classified under the printed captions, such as 
temporary certificates, assessment debt, and the like. The 
aggregate of these debts will constitute the total direct obliga- 
tions of the municipality. To this direct debt must be added 
the city’s share of any special district debt, of the county debt, 
and also of the state debt. The most practical basis for appor- 
tioning this overlapping debt is to ascertain: (a) the assessed 
valuation of city property; (b) the assessed valuation of prop- 
erty given for each overlapping district; and (c) the net debt 
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of each overlapping district, county, and state. Assuming, now, 
that we are dealing with districts liiat include the entire muni- 
cipality as well as additional area, we next find the proportion of 
(b), the assessed property values in the larger area, that is found 
in (ci), the city or town itself. This ratio (which would be 
^ is applied to (c), the net debt of, the larger area, and the 

result X ^ is considered the debt to be apportioned to the 

city proper for each overlapping district. Where the special 
district constitutes an area coterminous with the municipality, 
or where it is wholly within the boundaries of the municipality, 
its entire net debt should be added to the total direct obliga- 
tions thereof. On the other hand, where the area of the special 
district covers only a part of the municipality and extends 
beyond it, a diflEicult situation is created, in that it is often 
impossible to ascertain exactly what portion of the district actu- 
ally belongs to the municipality. Situations of the latter nature, 
however, are rare. Generally the municipality lies entirely 
within the area of a larger district, except in the case of school 
or sanitary districts, which are sometimes coterminous with the 
municipality or are found entirely within the latter’s boundaries. 
Sometimes the debt of a major overlapping area, such as the state 
debt in the example of New Haven in the later years, is not sup- 
ported by local property taxation and is then excluded. 

The total of direct obligations plus the apportioned district, 
county, state, and special debt constitutes the total gross debt 
of the municipality. From this must be deducted sinking funds 
and self-supporting debt, for reasons already given. The net 
debt so obtained will indicate rather more accurately than the 
“net city debt proper” the actual extent to which the property 
within a given area has been “pledged,” so to speak, for the pay- 
ment of debt service. It is this figure, therefore, that we shall 
refer to as the municipality’s net debt. 

The final section of the card provides for recording the assessed 
valuation of the property subject to tax, the basis of assessment, 
the ratio of debt to assessed valuation, the population, the per 
capita debt, and the tax rate. Subsequent sections are reserved 
for entering not only a general municipal rating but also a rating 
on special issues. A system may be worked out whereby munici- 
palities may be rated for investment purposes. The first step 
is to consider a perfect situation which would rate as 100 per 
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cent. Tliis basis would presuppose a municipality with a clear 
record of debt payment for the past thirty years, with no out- 
side hazard such as threatens San Francisco, Galveston, lower 
Florida municipalities, or Mississippi basin districts ; with satis- 
factory debt limits; and with reasonably varied industries. It 
would further presuppose that the ratio of net debt to assessed 
valuation, per capita debib, and tax rate come within the limits 
prescribed as conservative. To allow for variations from these 
ideal conditions, certain deductions are made. Little advan- 
tage is gained at this time from devising .a rigid set of deductions, 
for the entire matter is obviously one of judgment. The chief 
advantage of such a plan is the fact that, whatever system of 
penalties is used, municipalities will be rated in order of pref- 
erence. It will further appear that the yields at which the 
bonds of various cities sell do not always register their credit 
position. In other words, it is often possible to select bonds with 
a yield of from one eighth to one quarter of one per cent higher 
than actually appears warranted by the relative risk present. 
Furthermore, by making the preceding analysis annually for 
the bonds he holds, the investor is able to purchase bonds of 
second-grade municipalities with small risk of loss. The debt 
situation can be constantly watched, and any undue extension 
of credit can be detected in time to enable the investor to dis- 
pose of his holdings. 

Municipal bonds, tax exemption, and yields. Municipal 
bonds are exempt from all Federal taxes except estate and gift 
taxes, and may or may not be exempt from local taxes. It is 
possible that exemption of state and municipal bond interest 
from the Federal income tax may be abolished in the near future 
as a result of a change in the attitude of the Supreme Court. 
In Pennsylvania, New York, Connecticut, and Massachusetts, 
among other states, all or certain municipal bonds are exempt 
from local as well as Federal taxes. Because of this exemp- 
tion, the municipal bonds of these states have a better local 
market, and consequently they usually sell somewhat higher 
than so-called “general market” municipals of the same grade. 
The exemption that municipals enjoy from Federal taxes, as 
well as their inherent safety as a class, causes them to sell at 
yields iPwer than those at which high-grade corporation bonds 
sell. This yield difference should vary somewhat as income tax 
rates are changed. Other factors enter into the situation, how- 
ever, and no clear-cut relation between this yield differential 
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and the tax rates is discernible. In general, the logical market 
for municipal bonds may be found among wealthy individuals 
who are subject to the heavier Federal income tax rates, and 
among institutions for which municipals are legal investments 
under the statutory and other restrictions which govern their 
operation. Generally, the yield obtained from the best state 
and municipal obligations is so much'’lower than the return to 
be realized from the best corporate bonds that institutions find 
it disadvantageous to invest heavily in the former. 
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Foreign Investments 


Classification of foreign investments according to issuing 
unit. In the field of foreign investments, many of the same 
distinctions are found, as among domestic investments, but there 
are some that are peculiar to the former field. The chief bases 
of classification of foreign investments are: 

1. Type of security — as bonds, preferred and common stocks. 

2. Class of issuer — civil, and corporation. 

3. Currency— whether payable in the currency of the United 
States, in that of a foreign country, or in two or more currencies 
at the option of the bondholder. This last type of bond, known 
as a "multiple currency bond,” has the advantage of being pay- 
able in the bondholder’s own currency, but permits him to elect 
payment in another currency if it becomes advantageous for 
him to do so.^ 

4. Direct or portfolio investments. The term "direct” is 
used here in a special sense to denote those investments made 
indirectly through ownership of foreign properties and securi- 
ties by American corporations. 

The discussion in this chapter will be primarily concerned with 
portfolio investments that are directly available to the invest- 
ment public. Of these the bulk have been civil obligations — 
that is, government bonds — ^which have been generally payable 

^ For a list of foreign government dollar bonds which have the option of jjay- 
ment in one or more other currencies, see Moody's Manual oj Investments: 
Governments and Municipals (New York; Moody’s Investors Service, 1939), p. 
a61. 
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in the currency of the United States. The study of‘ portfolio 
investments helps one to appreciate some of the problems of 
American corporatioirs which have substantial foreign holdings. 

Foreign civil obligations. For many years civil obligations 
have been the main type of foreign security traded in in this 
country. Only since 1926 have the securities of privately owned 
foreign corporations been absorbed on a large scale by domestic 
financial markets. 

A further classification of foreign government securities is 
possible. The obligor may be a central government, such as 
the Dominion of Canada, or the United Kingdom ; or the issuing 
unit may be some political subdivision of a state. Thus, in 
Canada, one finds not only bonds issued by the Dominion gov- 
ernment, but civil obligations issued by the various provinces, 
such as bonds of the Provinces of New Brunswick. Ontario, and 
Alberta. Bonds are also issued by individual municipalities, 
such as Ottawa, St. John, and Montreal. This same situation 
applies in the case of the civil obligations of many other coun- 
tries. 

Foreign corporate securities. The corporate or joint stock 
form of business undertaking is prevalent in many of the more 
developed countries of the world. Accordingly, there are organ- 
izations engaged in various lines of manufacture and mining; 
in the furnishing of steamship, railroad, or public utility serv- 
ices ; and in the banking, insurance, or investment fields. Among 
some of the more important foreign corporate issues floated in 
the United States in 1929 and 1930 were the following: 


Couviry and Enterprise 

Date of 

Amount 

Issued 

Canada: 

Canadian National Railways Company 6's of 1960 . 

. 1929 

S60,000,000 

Canadian International Paper Co 

. 1929 

25,000,000 

Ontario Power Service Corp 

. 1930 

20,000,000 

Chile: 

Lautaro Nitrate Co., Ltd 

1929 

32,000,000 

Mortgage Bank of Chile 

. 1929 

20,000,000 

Piihn ■ 

National Hotel of Cuba 

. 1929 

6,250,000 


Copenhagen Mining Co 

. 1929 

7,000,000 

Germany: 

. 1929 

10,000,000 

Rhine-Westphalia Electric Power Corp 

. 1930 
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Date of Amount 


Country and Erderprise Insuc Issued 

Italy: 

Ernesto Bredo Co 1920 6,000,000 

General Italian Edison Electric Oorp 1930 6,161,000 

Japan: 

Toho Electric Power Go., Ltd . . . 1929 111,450,000 

Netherlands: 

Royal Dutch Co 1930 40,000,000 

Sweden: 

T&euger & Toll Co 1920 60,000,000 


This table has been presented to emphasize the fact that 
private enterprises organized in foreign countries may be financed 
in this country in very much the same way that domestic enter- 
prises are financed ; that is, by the issuance of stocks and bonds. 
The financial analysis of the foreign corporation, as well as a 
study of its management, characteristics, and products, should 
be made along lines similar to those prescribed for domestic 
corporations. The difference between the two types of securi- 
ties arises from the fact that the foreign corporate issue suffers 
or benefits from the political and the economic status of the 
country in which it is situated, whereas, in making our analysis 
of domestic securities, we regard this phase of the question as a 
constant. 

Prior to the first World War almost all countries were on a 
gold standard. As a result, rates of exchange between countries 
varied but slightly, and there was httle likelihood of cither loss 
or gain through a -change m the value of a foreign bond as a 
result of fluctuation in the value of foreign currency. The 
strain of war conditions upon monetary systems and interna- 
tional trade broke down these stable relations, and exchange 
rates became chaotic. The money of important countries, like 
Germany and Russia, became worthless, and a new system had 
to be employed. In other countries, like France and Italy, a 
return to the gold standard and stable exchange rates was 
effected by re-establishing the money unit with a greatly reduced 
gold content. Some countries, like Great Britain, were able to 
return to the old monetary basis. The United States came to 
enjoy a marked financial prestige because of her retention of 
the gold standard throughout this period. As other countries 
gradually returned to a gold basis during the 1920’s, the hope 
of a renewal of the former stability in exchange rates grew. 



FOREIGN INVESTMENTS 


705 


These hopes were dashed when, after 1929, the world-wide 
depression produced financial strains that upset trade and money 
everywhere. In 1933, the United States, while still possessing 
huge gold reserves, left the gold standard, and when the return 
was effected, it was done under rules which permitted further 
alterations in the gold content of the, dollar. 

While investors continue to speak of the “risk of exchange,” 
it is clear that with our own country embarked upon an uncer- 
tain course, there is a possibility that our currency may be less 
stable than those of some countries while more stable than those 
of others. The risk of depreciation in an investment payable 
in the currency of another country still exists, but appreciation 
is also a possibility now. Should the monetary policies of the 
United States produce inflation, the currency of a foreign country 
upon a gold standard or upon a paper standard behind which 
skillful management was present might rise materially in terms 
of dollars. Bonds payable in dollars would, of course, be unaf- 
fected by fluctuations in the exchange of the debtor country 
except indirectly as such variations affected the ability of the 
debtor country to meet its fixed dollar obligations.” 

Prewar position of United States in. international finance. 
Prior to the World War I the United States did not play a 
2 Dromment part in international finance, for several reasons. 
In the first place, investment opportunities in the domestic 
market were sufficient to absorb a very large share of our avail- 
able capital. The rapid industrial growth that took place in 
this country during the latter part of the nineteenth and the 
first part of the twentieth centuries was responsible for this situa- 
tion. In fact, far from having funds available for investment 
abroad, there were large amounts of foreign capital invested in 
the United States. A survey of American history during the 
nineteenth century shows conclusively that we were a debtor 
nation until the outbreak of the fihst World War. In 1843 a 


"An exception was found in the case of a few countries, like France, which 
chose to honor the gold clause in their dollar bonds after the United States left 
(.he gold standard. As a result, their bonds appreciated very considerably. 
Thus, the Republic of France 26-Year Sinking Fund External 7 per cent Gold 
Loan of 1924, due 1949, showed the following annual price range: 

rSSfi JffSl 19SS 1933 1934 

121 121K 121 173 189 

n2H 108M 108% 112% 160 


High. 
Low. . 
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committee of the House of Representatives estimated the 
amouirt of state and city debt held outside the United States 
at $150,000,000.® In 1853 the amount of foreign capital invested 
here was estimated by the Secretary of the Treasury at $222,- 
000,000 by 1860, the amount had risen to approximately 
$400,000,000. The Civil, War, however, resulted in the resale 
of a substantial amount of railroad and other securities in the 
domestic market. 

It is estimated that in 1873, when the panic occurred, for- 
eigners owned American securities to the amount of $1,500,000,- 
000. In 1880, this amount had increased to $2,000,000,000, of 
which about $1,535,000,000 represented investment in Ameri- 
can railway securities.® At the close of the nineteenth century 
the amount invested by foreigners in this country was approxi- 
mately $3,300,000,000;“ and at the close of 1013, between $4,000- 
000,000 and $5,000,000,000.'^ On the other side of the ledger, 
Americans were holding foreign securities in the amount of 
about $2,600,000,000,® leaving the balance of debt of this coun- 
try to foreigners between $1,500,000,000 and $2,500,000,000. 

Foreign trade prior to the war. Another reason that explains 
in part our lack of interest in foreign investments prior to the 
first World War is to be found in our foreign trade relations. 
At no time in its comparatively brief history has this nation been 
dependent on foreign markets as an outlet for manufactured 
goods. We did not have the commercial interests abroad that 
either Germany or England had prior to 1914, and it was not 
necessary for us, therefore, to advance capital for the purpose 
of stimulating trade. Prior to 1914 our imports and exports, 
including invisible items, approxhnately balanced. It is true 
that there was consistently an excess of merchandise exports 
over merchandise imports; but this excess was offset by pay- 
ment for such invisible items as interest on loans held by for- 
eigners, payments for banking and insurance services, tourists’ 
expenditures, and remittances abroad by immigrants. In short, 
our prewar position in world trade was not such as to encourage 
an extension of loans in foreign countries. 

” House Report 296, 27th Cong., 3d sees., March 2, 1843, pp. 3, 7. 

* Sen. Exec. Doc. 42, 33d Cong., 1st sess., March 2. 1864, p. 2. 

‘Publications, U. S. National Monetary Commission, 1911-1912, Vol. 20, p. 173. 

" Vale Review, Vol. 9, pp. 266-286. 

‘Economic World, New Series Volume 24, p. 413. 

®risk, H E., The Inter-Ally Debts (New York: Bankers Trust Co., 1924), 
p. 306, 
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Effect of war on America’s financial position (1914 to 1919). 
The emergency created by the World War made it necessary 
for European belligerent nations to use a large part of their 
capital surplus for military purposes, and thus cut off the source 
from which undeveloped countries outside the war area had 
been accustomed to borrow. Furthermore, the belligerents 
themselves, particularly the allied countries, purchased heavily 
in the American markets both before and after our own entrance 
into the war in 1917. England, France, and Belgium relied 
heavily on America throughout the conflict for all sorts of sup- 
plies and services. 

Four ways for financing these war purchases were open to 
European nations. Payments might have been made with gold 
or with other goods. Up to a certain point gold was used as a 
means of paying for war purchases. The amount of gold ex- 
ported to this country as a partial means of offsetting adverse 
trade balances for the period from June 30, 1914, to December 
31, 1919, inclusive, was as follows: 

NET IMPORTS OF GOLD INTO UNITED STATES* 

(Thousands of Dollars) 


Pcriiiil A mount 

June 30, 1914, to Dec. 31, 1915 308,632 

1916 (o^endar year) 530,197 

1017 (calendar year) 180,670 

1918 (calendar year) 20,973 

1919 (calendar year) 39t,661\ 


* Stafiahcal Abstract of the United States, 1925, p 437. 

■j Excess of exports. 

The use of gold as a means of meeting continuously adverse 
trade balances, however, was limited to the amount of gold 
that could be spared by the banking systems of the belligerent 
countries. Similarly, any attempt by European countries to 
increase the export of merchandise to us at a time when all 
energies were being directed toward the production of war sup- 
plies would have been impractical. 

Another method involved the resale, on a large scale, of domes- 
tic securities in American markets; it is estimated that between 
1914 and 1919 the value of returned securities amounted to 
about $2,000,000,000.® 

^Review of Econotnic Statistics, Vol 1, p. 246. D. R. Crissinger places the 
value even higher, his estimates running as high as $3,000,000,000. Economic 
Jforld, New Series Volume 24, p. 413. 
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The fourth, and most widely used, method of financing war 
purchases in this country was by means of loans floated here. 
It is estimated that up to 1919 total loans placed in the United 
States amounted to very nearly $9,000,000,000. This sum was 
made up as follows; 

Private Loans PloateA in United States . ... $1,620,100,000 
Direct Loans of United States Government to 
European Goveniments 7,319,500,000 

Aftereffects of the war. The effects of the war did not end 
with the declaration of peace. All of the belligerent nations 
of Europe were impoverished. There was a pronounced lack 
of capita goods with which to re-establish industries on a peace- 
time basis. Devastated regions had to be restored. Curren- ' 
cies required stabilization. In short, the rehabilitation process 
required large amounts of capital. At the same time, South 
America, Japan, and other countries which previously'- had looked 
to Europe for capital, now had to seek new sources of supply in 
the absence of a capital surplus in the markets of Europe. 

The only nation in a position to meet these enormous demands 
was the United States. The great productive machinery of 
this country after the war was in better shape than ever before, 
and the United States had acquired a large share of the world’s 
gold supply, which could be used as the basis for expanding 
credits. At the same time, this country had a distinct interest 
in seeing rehabilitation on a large scale in Europe, not only in 
order that the market for American goods might be reinstated, 
but also in order that these nations might become better able 
to repay their war debts. For trade reasons also it was desirable 
to encourage the development of newer countries, such as the 
South American Republics. 

These factors, together with the abundance of loanable funds 
seeking employment aard the more efficient use of our gold supply 
as a basis of credit, made possible by the development of the 
Federal Reserve System, contributed to our position as a credi- 
tor nation during the decade following the war. The signifi- 
cance of this new role can be best discussed, however, after the 
extent of this movement and the economics of international 
trading and lending have been studied. 

Foreign investments of United States. Since our primary 
interest lies in securities available for private investment, the 

Rt’viow oj Economic Slalisticsj Vol. 1, p. 248. 
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indebtedness of various foreign countries to the United States 
Government will merely be mentioned here, in spite of its size. 
On November 15, 1940, the total principal amount held was 
more than $11,000,000,000, a very substantial sum even when 
compared with our own national debtd^ This debt was chiefly 
incurred by the nations with which the United States was allied 
in the World War — Great Britain, 'France, and Italy. The 
whole amount was in default in 1940 with the exception of the 
sum owed by Finland, which by agreement postponed payments 
that year. 

The statistics of so-called private loans, which foreign govern- 
ments and corporations have sold in the United State in recent 
years, indicate the widespread interest that the investing public 
of this country has shown in foreign investments. The table 
on page 44 shows the amount of foreign securities, exclusive of 
refunding issues, floated in the American market during the 
years 1921 to 1934, inclusive. An estimate of private long- 
term American investments abroad at the end of 1939 appears 
in the following table : 


AMERICA’S FOREIGN INVESTMENTS: 1930 


Area 

Canada & Newfoundland, . 

South. America 

West Indies 

Central America & Mexico 

Europe 

Asia 

Oceania 

Africa 

International 

Total 


(Millions of Dollaw) 

Direct Porifolin 


2,023 

1,699 

59 

3,781 

1,574 

939 



752 

84 



637 

26 

122 

4,134 

1,332 

749 

197 

2,278 

420 

170 

199 

789 

123 

991 



98 

19 

18 

383 

26 

• -1 



6,985 

3,785 

596 

n,365 


Direct investments in the preceding table represent the in- 
vestments made by American corporations in either foreign 
property or foreign securities. They concern us only indirectly 
as they might play a part in the analysis of some American cor- 
poration securities (for example, International Telephone & 


”^Por a detailed statement of accrued interest as well as principal owed by 
countne,?, see Annual Report of the Secretary of Treasury, 1939, p. 796. 

“ An estimate by Amos E, Taylor, Chief, Fina,nce Division, Bureau of Foreipi 
and -Doraestio Commprco Commercial and Financial Chronicle, July 27, 1940, 
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Telegraph Corporation, and American and Foreign Power Com- 
pany). Portfolio investments represent foreign bonds and 
stocks, chiefly foreign government bonds owned by American 
investors. Since 1930 a considerable shrinkage in American 
holdings has resulted from the repurchase of dollar bonds by 
the nationals of debtor ^ countries. Market values have also 
been generally lower than the par values shown in the table. 
Losses have been extended by the invasion of several countries 
by Germany. 

Foreign investments and international trade: theory of 
international payments. It is impossible for a country to have 
an adverse balance of trade continuously for an indefinite period, 
both visible and invisible items considered, except in the case 
of fgold-producing countries, where gold assumes the status of 
any other commodity and serves to create the balance. Con- 
versely, it is impossible for a country to have a continuously 
favorable balance of trade, invisible and visible items considered. 
The reasoning behind these statements involves an analysis of 
the effect of gold exports and imports on prices. Normally, 
exports are used to pay for imports. If the balance of trade 
of a particular country is unfavorable — that is, if imports are 
in excess of exports — either gold must be used to meet the deficit 
or the deficit must be made up by borrowing. However, for 
reasons that are obvious, borrowing operations cannot be con- 
tinued indefinitely. 

The exodus of gold from a country tends to lower prices, 
and makes the country a good market in which to buy and a 
poor one in which to sell. Thus a series of forces is set up 
which tends to bring exports and imports into balance. The re- 
verse situation applies in countries that have favorable balances 
of trade for a long period of time. Such countries can lend 
funds abroad for some time; in other words, they can export 
capital (or “import securities”), but sooner or later gbld move- 
ments win cause an adjustment in the price level within the 
country which will tend to restore the balance of exports and 
imports. 

Visible and invisible trade items. The first effect of a lack 
of balance between exports and imports is felt in exchange 
rates. If a country is selling more than it is purchasing, its 
exchange — ^that is, the price of drafts on banks within its borders 
—advances in foreign countries. Similarly, if it is continually 
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importing more than it is exporting, its exchange falls in other 
markets, and bills on foreign countries advance in price. The 
reason for this situation is that, customarily, payments in inter- 
national trade are made by means of drafts against balances or 
credits in the country m which payment is to be made, and, 
when trade is not balanced, there is a maladjustment between 
the demand and the supply of draftsmen foreign countries. 

Credit balances of the nature just described can be created 
by: (1) sale of goods or services abroad; (2) borrowing; (3) 
shipment of gold abroad; or (4) receipt of interest on loans 
previously made abroad. Similarly, such balances have to be 
drawn against to pay for: (1) goods purchased; (2) principal 
or interest on loans; and (3) services purchased abroad. In 
other words, in addition to the value of goods exported und 
imported, a number of other items require consideration when 
fluctuations in exchange rates are being studied. Goods ex- 
ported or imported are known as visible items, whereas loans, 
interest payments, and payments for insurance and shipping 
are known as invisible items, because they do not appear in 
the customs figures. These latter items, however, may have just 
as important an effect on exchange as visible items. 

Loans, exchange rates, and trade balances. When the 
United States makes a loan to a foreign country, the first 
effect is similar to that of an importation of goods. Credits 
are created here in favor of the foreign nation, against which 
payments may be made for goods and services. In other words, 
if a particular nation is anxious to increase its imports from 
this country without shipping gold here, or without changing 
any of the other factors in the situation, the most obvious method 
would be to negotiate a loan in our markets. Similarly, if a 
nation that imports more than it exports wishes to stabilize 
exchange, the same method can be adopted. Or, if a nation, 
lacking an export surplus, wishes to secure gold from our coun- 
try to stabilize its currency, it can do so by borrowing. 

However, there is always a day of reckoning. In a very short 
time interest becomes due, and the payment of interest to this 
country has exactly the same effect on exchange rates as an 
increase in our exports would have: the debtor country’s cur- 
rency would tend to fall in value, and the creditor country’s 
currency, to rise. In order to offset this tendency, the borrow- 
ing country must ship gold, increase its exports of goods, or 



712 FOREIGN INVESTMENTS 

engage in more borrowing. It is hardly necessary to add that 
any payment of principal has an effect similar to the payment 
of interest. 

Thus a nation may encourage loans as a temporary means of 
facilitating exports to countries whose current trade balances 
are unfavorable. Loans may likewise be made in new and unde- 
veloped countries, in orcfer to enable them to purchase goods. 
It must be borne in mind, however, that eventually the repay- 
ment of the interest and the principal will depend on the ability 
of the borrowing nation to develop an excess of exports over 
imports. The use of gold, except by gold-producing countries, 
is not a permanent method of financing foreign payments, as 
the world’s stock of gold is limited, amounting currently to be- 
tween 26 and 27 billion dollars in the present dollar unit, of which 
amount the United States holds over 80 per cent (February, 
1941).’® Foreign loans can only defer actual payment for for- 
eign purchases, for eventually payment must be made with other 
goods or with services, either to return the principal, or as a series 
of annual lesser payments for interest, unless, of course, the 
country defaults. 

The importance of scrutinizing the purpose of foreign loans, 
therefore, becomes evident. If a nation is not to increase its 
productive resources as the result of a given loan, if it is' not to 
better its position as an exporting nation, or if it does not have 
a normal excess of exports over imports, then the chance of an 
ultimate repayment of the loan and possibly of the interest 
thereon is slight. However good the intentions of a nation are, 
however rich it is in undeveloped natural resources, for practi- 
cal purposes payments of foreign obligations must be made, for 
the. most part, in bills of exchange on other nations, and the bal- 
ances against which these are drawn are generally created by 
the sale of goods. 

The United States as a creditpr nation. In the light of the 
foregoing discussion of abstract principles, it is interesting to 
review the course of some of the leading elements in the inter- 
national situation in the postwar period. The balance of trade 

” In contrast, out of 120,313,000,000 world monetai-y gold slocks in January, 1934, 
the United States held $6,829,000,000, or 34 per cent. Unusual gold imports in 
recent years have resulted partly from the inability of foreign countries to obtain 
other means of paying for essential imports, especially British armament pur- 
chases, and a huge flight of capital from war-threatened countries. Data from 
Federal Reserve Bulletin, September, 1940, p. 1001 and Commercial and Financial 
Chronicle, April 12, 1941, p. 2319. Also see comment, in former reference, p. 926. 
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ill terras of laercliandise exports and imports alone, gold move- 
ments, and foreign security flotations are shown in the follow- 
ing table: “ 


LEADING EACTORS IN UNITED STATES 
TRADE BALANCES: 1921-1938 

(Millions of Dollars) ‘ 


Year 

Excess 

Merchandise 

Exports 

Net 

Gold 

Imports 

Foreign 

Security 

Flotations 

1921-1925 (average) 

947 

265 

705 

1926-1930 (average) 

. 744 

33 

1,158 

1931-1935 (average). 

312 

480 

56 

1935 

236 

1,739 


1936 

33 

1,117 

23 

1937 

265 

1,586 

3 

1938 

. 1,134 

1,974 

26 


The figures for inei'chandise movements would have to be 
supplemented by data on the invisible items, such as shipping 
and insurance services, interest and dividends, immigraint remit- 
tances, and spending on foreign travel, but such items are gen- 
erally subordinated® furthermore, the figures for foreign securi- 
ties sold here, although confined to new capital issues, fail to 
show either the effect of securities repurchased by foreigners 
or their purchases of American issues. However, even if allow- 
ances were made for the incompleteness of the data, it is appar- 
ent that the general picture is one of a newly created creditor 
nation which continued to show an export trade balance and set- 
tled the account by taking gold and securities on a scale that 
could not last for a long time, furthermore, difficulties, in the 
form of extremely high tariffs, were placed in the way of merchan- 
dise imports which might have created the means of paying a 
return on this debt and so prevented its expansion to an even 
more burdensome level.^® The breakdown that occurred in the 
depression years following 1929 will be considered after a discus- 


“ Sources of trade balance data: Statistical Abstract of the United States, 1939, 
p. 458. Foreign securities data: Commercial and Financial Chronicle, Jan. 7, 
1939, p. 20. 

“ For estimates covering all the items that enter into the international balance, 
see The Balance of International Payments of the United States (annual), United 
States Department of Commerce. 

‘“For a popular but forceful statement of the dilemma of the nation which 
wishes to export but not to import, .s^e Wallace, Hemy A., America Must Choose 
(Boston; World Peace Founclaticn, 1934). 
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sion of the analysis of the individual security has been pre- 
sented/'^ 

Investment analysis of foreign loans. Corporate loans 
abroad require practically the same type of analysis as domes- 
tic corporate loans. The enterprise, the product, the manage- 
ment, and the financial status of the corporation are all factors 
to be considered. However, it is quite unnecessary to reiterate 
here all that has been said on this subject. 

In addition to considering the standing of the particular enter- 
prise, however, the investor in foreign corporate securities should 
give strict attention to a number of general factors that are 
closely related to the country in which the industry is located. 
For example, an electric light and power company in Japan may 
be operating under a very able management, and may have a 
good financial set-up, but knowledge of these facts alone is insufii- 
cient. The prospective investor should know specifically the 
manner in which the enterprise will be affected- by the commer- 
cial law of the country, as well as something about the moral 
character of the people. He should also have data relating to 
the wealth of the country, its banking facilities, the character 
of its government, the fiscal policy of the government, and 
various local tax laws. In fact, a number of general factors re- 
flecting the status of the country in which the industry is located 
must be considered even when foreign corporate securities are 
purchased. These same factors should also be analyzed when 
the obligations of foreign governments are studied. For this 
reason, we may consider them once and for all without specific 
reference to either foreign corporate or foreign government 
obligations. 

Factors affecting credit status of issuing country. The 
credit of a nation, as well as the credit of corporations within its 
jurisdiction, is vitally affected by its political position. The 
nominal form of government is irrelevant, but the inherent 
capacity of a nation for self-government is crucial. Compare 
the political stability of a country such as England with some 
of the Central American Republics, where elections are frequently 
followed by revolutions. An unstable government, obviously, 
has an adverse effect upon the country’s credit, whereas a stable 


” For a graphic presentation of price movements, of both foreign and domestic 
bonds, for the years 1925-1937, see the New York Stock Exchange Bulletin, De- 
cember, 1937, p. 7. For later monthly data see Survey of Current Business. 
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government creates confidence in the obligations of a nation, as 
well as those of business operating within its borders. 

The international position of a country is likewise important 
and is closely related to its political position. The manner in 
which the country was founded, the length of time it has been in 
existence, and the solidification of natiqnal borders are all matters 
of interest to the creditors of a nation. The political hazards of 
Poland as a "buffer” state after its re-creation under the Treaty 
of Versailles, and the similar problems of such countries as Yugo- 
slavia and Czechoslovakia were reflected in the high yields ob- 
tainable on their dollar obligations long before the threat of 
Germany had materialized in overt war. In contrast the credit 
of Switzerland, whose borders have remained untouched for cen- 
turies, ranked high as long as her obligations were outstanding in 
the American market. 

Constitutional status of legal system. The legal system 
under which a country exists is likewise of importance to the in- 
vestor. In a country such as England, where an established 
body of constitutional and common law exists, there is no ques- 
tion regarding the rights of parties to enter contracts, nor of the 
ability to enforce them at law up to the ability of the borrower 
to pay. There is less certainty, however, as to the status of 
contracts made in countries such as Mexico or Russia. The im- 
portance to the investor in foreign securities of a well-developed 
system of laws and a strong judiciary cannot be overlooked. 

Internatignal standing. The results of World War I empha- 
sized the necessity for considering the position of borrowing 
countries in respect to the possibility of future wars. For cen- 
turies the Balkan States have been the war center of Europe, a 
fact which has been reflected in their credit standing. Lenders 
win consider the likelihood of embroilment in war and the prob- 
able strength of a country to repel invasion. The events of re- 
cent years have shown the difficulties of prediction. 

The international standing of debtors also varies in respect to 
independence. In dealing with a national government, one deals 
with a sovereign power. In the case of federal unions, the states 
or provinces occupy essentially the same subordinate status as 
our states bear to the United States. The various states of 
Brazil or the provinces of Argentina are examples. Then there 
are so-called autonomous colonies, such as the self-governing do- 
minions of the British Empire and the colonies of the Nether- 
lands. Another form of dependency is mandated territory, such 
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as Syria, which is under a French mandate. The ‘investor is 
naturally interested in the political relations of the area in which 
he commits his funds. 

Character of people. Many investors regard the moral status 
of a state as one of the most important factors to be considered 
in making foreign loans.. In the minds of these individuals, 
ability to pay is important, to be sure; but, after all, the attitude 
of a people toward its obligations is the real test as to whether 
they will be promptly met. For centuries Great Britain has met 
her obligations promptly, and today, in spite of a very heavy 
debt, she has an enviable reputation among ah. the nations of the 
world. The same applies to her subjects. Quite the reverse is 
true of certam Central and South American Republics. Mexico 
has the resources and the ability to pay her debts, but she has 
always regarded them lightly. Defaults by Mexico on her for- 
eign loans have been by no means uncommon. In July, 1914, 
the federal debt went into default. Since that time various set- 
tlements have been negotiated, only to fail of execution. Politi- 
cal instability and a lax attitude toward debt explain this coun- 
try’s poor record. 

Industrial and social development. The industrial and social 
development of a country is an index of its ability to meet its 
obligations when due. It is not always possible to measure this 
factor absolutely, but statistics are nevertheless available which 
throw some light on the subject. Thus the educational standard 
of a people, and its corresponding advancement in industrial 
skin, may be judged by literacy statistics that indicate the pro- 
portion of the population able to read and write. The nature of 
the leading industries of a country determines to some extent its 
productive capacity. In general, a country with well-developed 
manufactures and commerce is hkely to have greater taxable 
wealth and better debt-paying habits than one devoted wholly 
to agriculture and the extractive industries. 

Bonds with specific security. While it is true that moral 
character and past performances are real factors in public credit, 
the asset and income position of a country is also an important 
item to consider in making foreign loans. Regardless of the in- 
tention of a people to meet its obligations, a lack of adequate 
assets and productive power may make payment impossible. 
Furthermore, the more difficult pasnnent becomes, the greater the 
urge to default. 

The security behuid foreign government loans may be either 
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specific assets or the general taxing power. In some cases, special 
assets are assigned as a pledge to secure the payment of a debt. 
The property so pledged may be in the form of stocks and bonds, 
as in the case of the former Government of France two-year se- 
cured convertible of 1917, or the Republic of Panama 5%’s, 
due 1953. In the former case, underlying collateral was pledged 
to the amount of 20 per cent above the loan itself. In the latter 
case, $6,000,000 of the $10,000,000 paid by the United States in 
purchasing land for the Panama Canal was set aside in a so-called 
“constitutional fund” and was invested in first mortgages on New 
York City real estate.^* The issue was also secured by being 
made a first charge on the annual payment made by the United 
States under the Panama Canal Treaty. The income from this 
fund was pledged as partial security for these bonds. 

In some cases, although less frequently, the assets pledged may 
be in the form of goods or property. Thus, in 1922, Brazil floated 
the 7% per cent coffee security loan. These bonds, although a 
direct obligation of the government, were specifically secured by 
a mortgage on about 4,536,000 bags of coffee. Warrants for this 
coffee, which was warehoused at Santos, Rio, Victoria, and Lon- 
don, with insurance policies, were deposited with the issuing 
bankers or their agents abroad until the coffee was sold. The 
government further agreed to maintain in the hands of the bank- 
ers a quantity of coffee, the value of which, at 80 per cent of its 
current price, together with the market value of any other se- 
curity in the hands of the bankers, should be equal in the aggre- 
gate to the par amount of the bonds outstanding, together with 
one year’s interest on such bonds. 

Still another form of specific security frequently offered to 
secure foreign loans consists of the revenues from certain taxes, 
from excises and imposts, or from government monopolies. Ex- 
cise taxes that are pledged may be on certain widely used staples 
or luxuries. The Republic of Cuba’s 6 per cent loan of 1904 is 
secured by hypothecation of 15 per cent of the customs receipts of 
the Republic of Cuba, which have preference over any other 
assignment of customs receipts. The Republic of Colombia’s 6 
per cent external gold loan of 1911 and 1913 is also secured by a 
pledge of customs duties. 

In contrast with specific security of this nature, consisting of 
a pledge of state-owned property or revenue from some tax, the 

“For the income record of this fund, see Moody’s Manual oj Investments; 
Governments and Municipals (New York: Moody’s Investor.^ Service, 1941). 
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majority of governmental issues rest upon the general credit of 
the debtor, which is supported by the power to tax the wealth 
owned by those who reside in that area. Sometimes a govern- 
ment may own revenue-producing assets useful in supporting 
debt and yet not pledge them. Thus, in a circular advertising 
the Bavarian 6% per cenf external loan of 1925, it was set forth 
that the state “owns revenue-producing properties valued at 
more than $500,000,000. Of these, the most important are the 
state forests and the state hydroelectric systems. Other prop- 
erties include vineyards, mines, and metallurgical works, the state 
bank, the state mint, medicinal springs and baths, and the world 
famous Hofbrau brewery.” Some indexes of the general wealth 
of a nation are: (1) the area of the country (classified as to uses) ; 
(2) railroad mileage (often reduced to a per 1,000 square miles 
of territory, or to a per capita, basis) ; (3) number of telephone 
instruments (frequently reduced to a per capita basis) ; (4) 
motor vehicles (reduced to a per capita basis) ; and (5) estimated 
total wealth and wealth per capita. 

Government revenues and expenses. The investor, in ana- 
lyzing the loans of foreign nations, must also study the fiscal 
policy under which these nations operate and the results of such 
operation. Taxes form the principal basis for government reve- 
nues. In theory, the government has the right to exercise its 
taxing power without restraint, but in practice there is a limit 
to such power. The taxing power of a country varies to some 
extent with its population, but it also varies in proportion to 
wealth and productivity. The tax rate per capita, therefore, is 
not in itself conclusive evidence of the taxing power of a nation. 
In view of the fact that not all wealth is used productively, the 
best test of the taxing power of a nation, in the last analysis, is 
its total income. Whether total wealth, gross individual income, 
or net individual income available for taxation is used as a basis, 
it is more satisfactory for comparative purposes to reduce data 
to a per capita basis. When income is used as a basis for de- 
termining taxing power, it should be recalled that the rate of 
increase in taxing power wiU be faster than the rate of increase 
in income. As the income of the taxpayer increases, his ability 
to contribute' to the government increases progressively rather 
than proportionately. 

Other sources of government revenues are earnings derived 
from proprietary holdings, from fees for administrative services, 
from excise taxes, .and from other forms of indirect taxation. 
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Against total revenues must be set the total expenses of the 
government. The ability of a nation to meet its obligations is 
determined not only by receipts but by the net balance, surplus, 
or deficit remaining after all operating expenses and interest on 
its public debt have been met. Whether or not a nation is really 
accumulating a surplus can be determined only by a study of its 
budget for the fiscal period, which stuily involves an analysis of 
public income and expenses as officially stated by its government. 

Government debt. The net debt of a nation has the same 
significance with foreign loans as with domestic civil loans. The 
investor is naturally interested in the extent to which assets and 
earning power are already encumbered by previous obligations. 
Thus net debt may be reduced to a per capita basis, and signifi- 
cant comparisons may be made with the net per capita wealth, 
or the per capita income of the country. 

When one is analyzing foreign securities, it is often helpful to 
carry the analysis of public debt even further. In the first place, 
a nation’s debt may be productive or unproductive. Debts in- 
curred for the purpose of constructing railroads, for example, are 
productive; but debts incurred to finance huge armaments are 
unproductive. A preponderance of the latter debts is highly 
undesirable. Debts may be further classified as internal or ex- 
ternal, depending on whether they are held primarily within the 
state or by foreigners. The payment of principal and interest 
on internal debt is accomplished by the transfer of credits from 
one set of inhabitants to another, and causes no exodus of wealth 
across the country’s borders. The payment of external debt is 
more difficult, for here there is involved a transfer of funds across 
the borders of the state, and payment in gold, in goods, or in 
services is necessary. Thus the external debt of a country pay- 
able in United States dollars involves the problem of the debtor’s 
acquiring that currency. The internal debt, however, may be 
paid with depreciated currency. No doubt, it has already oc- 
curred to the reader that, for nations with depreciated currencies, 
the payment of external loans is difficult in proportion to the 
depreciation that occurs in their own currencies. Consequently, 
while it is customary to say that the American investor bears no 
currency risk when he holds an external, or dollar, bond, actually, 
the risk of default is increased when currency depreciation in- 
creases the burden of his debtor in purchasing the needed dollar 
exchange. The classification of public debt mto short-term, 
floating or unfunded, and long-term debt is helpful, for it indi- 
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cates the extent to which immediate refinancing will be required. 

Value of currency. The currency of a country is an effective 
barometer of its credit standing. The value of a country’s cur- 
rency may be considered in terms of either internal purchasing 
power or of the goods it can command in foreign trade. Internal 
purchasing power is measured by index numbers, which indicate 
the extent to which pricfis within the country, in terms of its 
currency, have advanced or declined in reference to a base 
period. The external value of a currency is determined by ref- 
erence to exchange quotations. Prior to the World War I, the 
exchange rates of most nations did not vary widely from the par 
of exchange. After the war, however, both internal and external 
currency values depreciated severely in many countries of the 
world. This depreciation was occasioned largely by a failure on 
the part of these countries to balance their budgets and by the 
use of fiat money or bank deposit inflation on a large scale to 
meet deficits. 

An excellent statement of the close relationship between do- 
mestic financial conditions and the foreign exchange position of 
a nation is clearly set forth in the following paragraph appearing 
in the report of the Dawes Committee on Eeparations : 

For the stability of a country’s currency to be permanently maintained, 
not only must her budget be balanced, but her earnings from abroad must be 
equal to the payments she must make abroad, including not only payments 
for tho goods she imports, but the sums paid in reparations. Nor can the 
balance of the budget itself be permanently maintained except on the same 
conditions. Loan operations may disguise the position — or postpone its prac- 
tical results — but they cannot alter it. If reparation can, and must, be pro- 
vided by means of an inclusion of an item in the budget— i.e., by the collec- 
tioh of taxes in excess of the internal expenditure — ^it can only be paid abroad 
by means of an economic surplus in the country’s activities. 

This statement contains an excellent lesson for the foreign 
investor. Long-term investments in the securities of countries 
which consistently fail to balance their budgets should be 
avoided. Countries with continuously unfavorable trade bal- 
ances and depreciated currencies should likewise be avoided. 
Where trade balances remain unfavorable for a long time, or 
where the internal currency of a country is depreciated and un- 
stabilized (these two phenomena are frequently associated), the 
payment of external obligations is made increasingly difficult. 

“Heport of the First Committee of Experts to the Reparations Commission,” 
April, 1924, Part I, No, VIIT (d). 
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Foreign trade. The I'elation of the foreign trade of a country 
to its position as a debtor nation is highly important. Since the 
external obligations of a nation, as 'well as those of its subjects, 
require payments in foreign countries, the whole problem of the 
international balance of payments is involved. We have already 
considered the various items included in the balance sheet of in- 
ternational payments. If a nation is’ ultimately to pay interest 
or principal on its debt, it is necessary that credits exceed debits 
in the form of exports over imports, or in the form of an excess 
of services rendered to, over those performed by, foreigners. 
The capacity of a nation to meet the service on its foreign debt, 
therefore, is closely related to its total international trade bal- 
ance, both visible and invisible items considered. 

Need for analysis of terms of. specific loan. In the purchase 
of foreign loans, particularly government bonds, a number of 
factors pertaining to the terms under which the loan is issued 
must be considered. It is true that some aspects of the instru- 
ments under which foreign securities are issued are similar to 
those found in the corporate deed of trust or mortgage under 
which domestic loans are floated, or, in the contracts for domestic 
civil loans. It" will serve no useful purpose to duplicate our 
previous discussion in this respect. We shall, however, empha- 
size briefly certain matters in regard to foreign loans that should 
be given special attention. For reasons already stated, particular 
attention should be paid to the purpose for which borrowing is 
undertaken, especially government borrowing. Loans made for 
purely productive purposes, for rehabilitation of devastated 
regions, and for currency stabilization, where properly super- 
vised, are proper and legitimate. Loans made for military ex- 
penses and for the purpose of balancing current budget deficits 
indicate poor financing and should be discouraged.^" 

Payment and place of issue. External loans are usually 
adapted to the terms of the lending country. Consequently, 


“ Quotation from an address by President Coolidge, Nov. 19, 1926 (see Com- 
mercial and Financial Chromda, Nov. 21, 1925, p. 2482). 

"If rightly directed they [American loans] ought to be of benefit to both lender 
and bon-owor. If used to establish industry and support commerce abroad, 
through adding to the wealth and productive capacity of those countries, they 
create their own security and increase consuming power to the probable advan- 
tage of our trade. But when used in ways that are not productive, like the 
maintenance of great military establishments, or to meet municipal expenditures 
which should either be eliminated by government economy or supplied by taxa- 
tion, they do not soiwe any useful purpose and should be discouraged.” 
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they are payable at some financial institution in the currency 
of the lending country. In some cases, however, external loans 
are issued in the currency of the borrowing country, as was true 
of the Republic of France national defense 4 per cent loan of 
1918. Interest on these bonds was payable quarterly at Paris 
and at London. Payments in London were made at the rate of 
exchange ten days before the interest date. Unless external and 
internal loans are specifically secured by the pledge of collateral, 
there is no legal reason why they both should not have the same 
status. Matters of expediency, however, may cause a nation to 
pay its external loans in times of crisis before it meets payments 
on its internal loans, especially if the latter is large as compared 
with the former. On the other hand, internal loans may be paid 
in depreciated paper currency or through loans forced upon the 
country’s banks; whereas, in the ease of external loans, exchange 
difiiculties may be so great as to cause defaults thereon. The 
experience of a number of South American countries illustrates 
this situation. 

Date of maturity. In this country we are accustomed to deal 
in bonds that have a definite maturity date, although in some in- 
stances the term of the bond is so long that, to aU intents and 
purposes, it is perpetual. Foreign nations selling bonds in the 
United States conform to our usage. European nations, on the 
other hand, have outstanding internal obligations that are per- 
petual. Thus the various issues of Republic of France rentes 
carry a written agreement to pay a specific yearly income and, 
although redeemable, have no maturity date. The British con- 
sols are similar. Thus, the 2 % per cent consols of the United 
Kingdom, issued in 1888, were issued as not redeemable until on 
or after April 6, 1923, after which date they might be redeemed 
by an act of Parliament. 

Security and guaranties. Consideration has already been 
given to certain cases where foreign government loans have been 
secured by the pledge of specific assets, or by a lien against cus- 
toms duties or government revenues of one kind or another.^’ 
In other instances, additional security is given to foreign loans 
by some sort of guaranty by a government other than the issuing 
power. Such a guaranty may be moral or absolute. Thus, the 


“‘For a discussion of secured and guaranteed loans, see Madden, John T., and 
Nadler, M., Foreign Securities (New York: Ronald Press Co., 1929), Chapter IX, 
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United States, it is generally believed, would hold itself re- 
sponsible for the payment of obligations of the Philippine 
Islands, of Puerto Rico, or of the Hawaiian Islands, although it 
is not legally liable. On the other hand, the guaranty may be 
absolute. The Republic of Austria guaranteed 7 per cent gold 
bonds of 1923, issued under the auspices of the League of Na- 
tions, were guaranteed as to principal, and interest, as well as to 
redemption payments, by the states that are listed below, in the 
proportions indicated; 

Per Cent 


Great Britain 24 H 

France 24J^ 

Czechoslovakia 24 

Italy 20)'2 

Belgium 2 

Sweden 2 

Denmark ] 

Netherlands 1 


In 1935, these bonds were called, to be replaced with a con- 
version loan, due 1959, bearing lower interest rates. The 
"tranches” in the several countries were to bear different rates. 
(Tranche is a term applied to the portion of the loan sold in a 
particular country.) The Spanish tranche of the conversion loan 
was an exception to the rule of joint guaranty, it being guaran- 
teed solely by the Spanish Government. 

Sinking funds and redemption. Prior to the World War I, 
the cTedit of the stronger nations was such that sinking fund pro- 
visions were not generally required, but since then external loans 
issued in this country have almost invariably contained such pro- 
visions. The theory underlying the use of sinking funds is much 
the same for foreign government obligations as for domestic 
loans. Through the use of that device it is planned to retire all 
or a part of an issue of bonds before maturity. 

General sinking fund provisions that call for the issuing gov- 
ernment to pay a certain sum annually into a sinking fund to be 
operated by itself are not always effective, A better plan, and 
the one now commonly used, provides for the payment of definite 
annual sums to specified trustees for the purpose of meeting in- 
terest on the loan as well as for the annual retirement of a certain 
amount of the bonds. 

.A modified type of sinking fund. requires that payments be 
made into the fund for use only when the bonds of a country 
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fall below a certain price. In this way, it is expected to stabilize 
the market price of the bonds. Thus, with respect to the India 
6 per cent War Loan of 1917, a provision required that a sum 
equal to 1% per cent of the loan should be set aside annually 
for sinking fund purchases when the market price of the bonds 
fell below 95. 

The provisions applying to the redemption of foreign bonds 
are usually similar to those for domestic bonds. Purchases made 
on account of sinking funds may be selected by drawings, if suf- 
ficient bonds are unavailable in the open market at the specified 
prices. It often happens with foreign issues that callable fea- 
tures similar to those found in domestic loans are present. 

Lottery loans. A rather unique type of loan issued by some 
European nations is known as the lottery loan. Such bonds are 
issued on the basis of the psychological appeal of chance. Thus 
France, in its 5 per cent Lottery Loan of 1919 (first issue) pro- 
vided for four drawings each year, at which one bond was drawn 
for redemption at 1,000,000 francs; one at 500,000 francs; five at 
100,000 francs; and ten at 50,000 francs each; in all, 68 bonds 
annually. The French Government guaranteed premiums, in- 
terest, and the amounts drawn. 

Summary. The field of foreign investment rapidly assumed 
an important role in American finance during the decade im- 
mediately succeeding World War I. In spite of factors favor- 
ing the United States, Great Britain is believed to have retained 
her leadership by a significant margin. A 1929 estimate placed 
the total private long-term investments for the former at $13,- 
500,000,000; and for the latter, at nearly $20,000,000,000.^® The 
American experience in foreign investment has been disappoint- 
ing, in spite of the high proportion of government and municipal 
obligations. Defaults have been almost universal among the 
Latin-American countries, with Argentina as an outstanding ex- 
ception, despite her very trying position. Losses and delays 
have been overfrequent in other directions. A general idea of 
the geographical distribution of defaults may be obtained from 
the following table:®® 


” Index, New York Trust Co., April, 1931, p. SO". 

^Moody’s Manual oj Investments; Governments and Municipals (New York: 
Moody’s Investors Service, 1941), p. a23. Original table shows status of indi- 
vidual countries. In reading this tS,ble, it should be remembered that substantial 
amounts of these bonds are no longer owned in the Unted States. 
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STATUS OF ALL PUBLICLY OFFERED FOREIGN 
DOLLAR BONDS: DECEMBER 31, 1939 

(Millions of Dollare) 

Total 

Outstandiruj 
. 1,714 

1,641 
569 * 

. 2,168 

Total 6,092 

In many instances the defaults have been attributed to the 
depression emergency after 1930. A considerable number of 
foreign loans, however, were contracted under conditions that 
made default almost inevitable."'* Bribery was employed in cer- 
tain instances to close contracts. Borrowing was made so easy 
as to encourage wasteful expenditures. In one case it was re- 
vealed that a weak country receiving a loan for railroad construc- 
tion had spent the proceeds on armaments. Yet the investment 
bankers who had arranged the first loan arranged another loan 
to the same country shortly afterwards.-’" 

In addition to initial weakness in a number of debt situations, 
the exigencies of hard times were seized upon in some cases as an 
excuse for default. In at least one mstance a default was pro- 
duced by drastic governmental restrictions upon exchange. 
Funds that might have been used for bond interest were then 
used to acquire some of the greatly depreciated bonds. 

Of the various forms of default, that with respect to sinking 
, fund is borne by the bondholder with the greatest equanimity. 
Income is unaffected, and the chief result is usually a depressed 
market price that is chiefly disadvantageous to the holder who 
is in need of recovering principal. Default upon interest pay- 
ments is the most serious form of default for the bondholder and 
for the credit standing of the debtor. The latter factor explains 
why certain countries have attempted to provide a partial solu- 
tion to . their difficulties. Bondholders have been offered for 
matured coupons such various compromises as: (1) part payment 


For an unusually illuminating account of our unfortunate foreign investments, 
see Winkler, Max, Foreign Bonds: An Autopsy (Philadelphia: Roland Swain Co., 
1933). 

“Salter, Sir James Arthur, Recovery, the Second Effort (New York: D, Apple- 
ton-Centuiy Co., 1932), pp. 120-122. 


Latin America. . . . 

Europe 

Far Bast 

North America. . . . 


Defaulted 
As to Interest 
73.6% 
57.8 
1.0 
4.9 
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in cash and part in scrip; (2) all scrip; (3) part cash to be ac- 
cepted as full payment; and (4) payment in a foreign currency 
worth various amounts in relation to the coupon claims.^** 
Whenever a defaulted debt undergoes formal readjustment, 
the interest rate is usually lowered but the principal amount is 
customarily unchanged. Thus, in its debt readjustment pro- 
gram of 1937 the Republic of Uruguay after a period of reduced 
interest payments which began in 1933 offered the holders of 
8’s of 1946 a new issue of 4'4%-4% per cent sinking fund bonds 
of 1978, the coupons to increase with the passage of time. Hold- 
ers of the old bonds who refused the conversion offer have re- 
ceived no payments. Sometimes differences in coupon rates are 
recognized in the readjustment plan, as in this case where a 6 
per cent issue received bonds each with 3%-4-4y8 per cent 
coupons and a 5 per cent issue, a straight 3% per cent coupon. 
Sometimes differences in security are recognized by differences in 
treatment after a default. Thus, the State of Sao Paulo 7’s of 
1940, secured by a pledge of coffee, received more interest than 
other issues without such pledge. 

As long as the financial position of the debtor remains dubious, 
no formal adjustment may take place, and each year the bond- 
holder may be offered partial payments in exchange for his cou- 
pons. The investor is somewhat at the mercy of the . debtor since 

““ Ordinarily, a defaulted bond is good delivery on a stock exchange only where 
all unpaid coupons are attached. Coupons for which some compromise payment 
has been effected may be detached. A special transaction may be executed on 
the New York Stock Exchange, however, in this latter situation to include the 
defaulted coupons. The following example is illustrative : 

“Those persons holding Hungarian bonds with past due coupons attached 
have actually found it advantageous in disposing of their bonds to sell them 
under the 'special transaction’ ruling with coupons attached. The difference 
in value between bonds with coupons detached and the value of bonds plus 
detached coupons may be as great as 25 per cent of the total value of coupons. 
This situation occurs as a result of the Hungarian currency regulations, which 
provide that coupons attached to bonds can be exchanged for pengoe in inland 
exchange, whereas detached coupons can be used only in obtaining blocked 
pengoea, a less desirable form of currency. Hungary duo 1944, is an 

exception to this rule, since payment on its coupons are currently made in 
dollars on a reduced basis. On the other hand holders of certain Austrian 
bonds who have not detached coupons defaulting in 1932 will find it to their 
advantage to detach the 1932 coupons and sell them separately — some of the 
coupons are selling at a price as high as 125 per cent of their face value.” 
(The Chicago Tribune, Feb. 10, 1935.) 

For recent issues of foreign government interest-funding bonds and scrip, see 
Moody’s Manual of Investments: Governments and Municipals (New York: 
Moody’s Investors Service, 1941), p. a29. 
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he must either accept the incomplete payment or forego income 
altogether in the hope that he may obtain better treatment at 
some uncertain date. Usually the majority accept the present 
payment. Sometimes a definite source of revenue is set aside 
for debt service. Thus, the Republic of Chile sets aside the 
profits of the Chilean Nitrate and Iodine Sales Corporations and 
certain taxes on copper mining (all largely export products) for 
the service of its direct and guaranteed external obligations. 
One half of the fund is devoted to paying the same rate of in- 
terest to all bondholders who will accept this payment in full 
satisfaction of the specified coupons. The remaining half of the 
fund is devoted to sinking fund. 

Some protection has been afforded bondholders by the forma- 
tion, in 1933 at the request of United States Government au- 
thorities, of the Foreign Bondholders’ Protective Council, Inc. 
The Council assists in safeguarding the interests of American 
holders of foreign public dollar bonds issued or guaranteed by 
foreign governments or their subdivisions. No deposits of bonds 
are accepted nor does the council act as a legal agent. It merely 
seeks a record of holders so that they may be informed of council 
action. It has sought to bring about resumption of debt service 
on defaulted issues and equitable plans of debt readjustment. 

The great losses suffered by investors are likely to make the 
American public wary of further ventures in this field. Those 
countries that have been able to maintain payments and might 
be welcome borrowers are likely to retire their debts and seek in- 
ternal loans because of the hardships they have suffered ftora 
fluctuating exchange rates. An important exception would seem 
to be likely in the case of Canada, because of her proximity, 
which makes trade and financial relations a logical development. 
Indirect investment through subsidiaries of American corpora- 
tions may also continue as a natural result of the desire to extend 
operations where profitable opportunities appear. 
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Yields of securities contrasted with price. Almost the first 
technical term one encounters when considering investments is 
that of “yield” or “basis.” Some bonds, such as serial munici- 
pals and equipment trust certificates, are characteristically 
quoted to yield a certain rate of return, such as 3.25 or 4.70 per 
cent, instead of being quoted upon a price basis. In fact, the 
mere price at which a given bond is quoted in itself means little. 
A bond selling at 104.7 with a 6% per cent coupon rate of inter- 
est and with ten years to run to maturity is really cheaper, in 
terms of income, than a 5% per cent coupon bond selling at 
103.22, with but six years to run. The first bond, although sell- 
ing at a greater premium, nevertheless yields to the purchaser a 
return of 4.9 per cent, while the latter yields only 4.876 per cent. 

The investor, therefore, is far more interested in the return that 
he receives on his investment than in the matter of price. The 
price at which a bond is quoted is only one of three factors that 
determine the effective yield on the investment. The other two 
factors are the length of time the bond has to run to maturity 
and the coupon rate of interest.^ 

Computation of yields and values from bond tables. In prac- 
tice, the yield of a bond may be determined by the use of bond 
tables provided that the following information is known: (1) the 
price at which the bond is selling; (2) the coupon o:§ stated rate 
of interest; and (3) the length of time the bond has to run to 

' A fourth factor, usually ignored, might be the length of period between income 
dates. Interest payments on some bonds are made annually, on othera quarterly ; 
but in most cases interest is payable semiannually. 

731 
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maturity. Or, it is possible to determine from a bond table the 
price at which a bond will have to sell to give a desired yield, if 
one knows, in addition to the yield sought, the coupon rate of 
interest and the length of time to maturity. In fact, given any 
three of these factors, the fourth factor may be derived from the 
ordinary bond table. 

Formula for determining table of bond values and yields. 
While, later on, we shall take up in detail the use of bond tables, 
it may be helpful for the student if we first consider the algebraic 
processes by which the bond table itself is constructed. The 
value of a bond consists of two sums: (1) the present value of 
the redemption price (usually par) ; and (2) the present value 
of an annuity consisting of the interest payments on the par 
value of the bond. 

Compound interest and discount. In finding the present 
worth of any given sum, one must first consider the formula for 
computing compound interest. This formula is derived as 
follows: 


n — numbei- of interest periods 
N = rate per period 

Then the valuation of $1 at compound interest for n periods 
at N rate is (1 + iV)". 

Thus, let us assume that $1 is invested at compound interest, 
computed semiannually, for ten years at 6 per cent. Substitut- 
ing in our formula, we have: 

(1 + tf)n = (1 + . 03)20 = ( 1 . 03)20 

The computations in this case are facilitated by the use of 
logarithms. 

log of 1.03 = 0.012837 
log (1.03)20 = .25674 

= log of 1.8061 
$1.80 = the desired amount 

The present worth of a sum discounted at a given rate of in- 
terest is the reciprocal of the sum at compound interest; that is, 
compound discount is the reciprocal of compound interest. The 
present worth of $1 at compound discount for 'n periods at N 
rate thus becomes: 


1 


(1 + NY 
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If $1 accumulated at 6 per cent semiannual compound interest 
for ten years amounts to 11.80, then the present value of $1 pay- 
able ten years hence can be found by dividing one by 1.80, and 
the result is $.55. 

Valuations of annuities. If one has a knowledge of how to 
find the present value of an amount payable in the future, it 
becomes possible to work out a forihula for determining the 
present worth of a whole series of coupons, or interest payments, 
attached to a bond. Such a series of payments is known as an 
“annuity certain”; that is, it is a series of equal amounts paid at 
regular intervals, and the time of payment does not depend upon 
an uncertain contingency. To the present value of the coupons 
must be added the present worth of the principal sum, for, as 
previously indicated, the purchase price of the bond is the agreed 
present worth of each and all coupon payments at their respec- 
tive due dates, in addition to present value of the principal, all 
at compound discount at the effective yield. 

The formula for determining the present worth of an annuity 
of $1 for any given number of payments is as follows: 

Let a = the unknown •quantity, tlie present wortli of such a series 

i = the interest or net yield rate for each period (.03 in the case of a laond 
with a net yield of 6 per cent payable semiannually) 
n = the number of periods (twenty in number in the case of a ten-year 
bond with semiannual interest payments) 
c = the amount of one coupon 

The present worth of the 1st payment = (jfqT;) 

The present worth of tlie 2d payment = 

The present worth of the 3d payment = ' ^^3 

and so on for any number of coupon payments. 

Since we are seeking to derive a general formula for any num- 
ber (n) of payments, it is possible to state the series in the fol- 
lowing form : 

“ = (T+l) + (TTo® ■ ■ ■ (1 -H (1 + i)"-' ^ (i+lr 

or^ reduced to simple terms, 

_ c c 

" " i t(i + 1)" 
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Probably the simplest method of performing this reduction is 
to treat the coupons as a perpetual annuity and to sub- 
tract the value of the coupons after maturity. The coupons 
after maturity, which are eliminated, would be a perpetual an- 
nuity beginning after n periods (1 + f)”). 

This process gives: 

Present value of coupons = | ~ 

The present worth of the principal of the bond is found simply 
by dividing it by (1 -j- i)" — ^that is: 

^ Principal 

Present value of Principal = +7)" 

The last step in the formula for bond value is to add the pres- 
ent value of principal and coupons together and to simplify the 
result. Since the price of a bond is usually expressed as a per- 
centage of parity, the value of one (100%) will be substituted 
for Principal in the second formula, and c, the coupon rate, will 
be understood to be a percentage in the first fbrmula. Thus, for 
a 5 per cent bond, c = .05. . 

Adding the two formulas together: 


= f 1 c (1 + iY _ c 

i (1 -h 0" J (1 + 0" i(i + 0'‘ 


_ t + C (1 + 0" — c 
iCH-O" 

In the application of this formula, semiannual compounding 
of interest is assumed, and therefore c equals one half of the an- 
nual coupon rate; i, one half of the net yield basis; and n, twice 
the number of years to maturity. 

Solution of exponential equation by trial and error. In the 
use of this formula, the problem is ordinarily to determine i, the 
yield basis; the other factors are given. “Bond value” is the 
purchase, or market, price; c is the coupon rate; and n is the 
number of periods the bond has to run. It would at first seem 
that this equation, with only one unknown quantity, could be 
solved directly. The unknown quantity, however, is exponential. 
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It appears m the equation with many powers. Thus in a 20-year 
bond, the term (1 -f-i) would have to be expanded to the 40th 
power, which would give the unknown i with every power from 
the first to the 41st power, and in both the numerator and de- 
nominator of the fraction. The only method of solution, there- 
fore, is by trial and error. 

In order to show how this formula may be used in this way, 
let us assume that a 6 per cent 30-year bond is purchased at 105, 
and that the net yield is required. Substituting in the formula, 

i{l+ i)®" 

1.05i-(l + == .03(1 + -1- i - .03 

The bond having been purchased at a premium, it is evident 
that the net yield is less than .03 semiannually. Solving by 
approximation, let us try .029. 

1.06 X .029(1 4- .029)00 = .03(1 -|- .029)0“ + .029 - .03 
1.05 X .029(1.029)00 = .03(1.029)0“ - .001 

The use of logarithms from this point on will facilitate the 
solution. 


Left Side of Equation 
log 1.05 = 0.02119 

log .029 = 8.46240 - 10 

log (1.029)00 = 0.74620 

Bight Side of Equation 
log .03 = 8.47712 - 10 ) 

log (1.029)““ = 0.74520 j 

log of product = 9.22879 — 10 

Product = .1,693 

log of product = 9.22232 — 10 J 

Product = .1678 

-.001 

Total == .1693 

.028 may next be tried; 

(.028 - 

log 1.05 = 0.02119 

log .028 = 8.44716 - 10 

log (1.028)00 = 0.71940 

Total = .1668 

- .03 = -.002) 

log .03 = 8.47712 - 10 ' 

log (1.028)““ = 0.71940 

log of product = 9.18775 ~ 10 

Product = .1641 

log of product = 9.19652 - 10 J 
Product = .1572 


-.002 


Total = .1641 Total. = .1552 

Neither the use of .028 nor of .029 for i makes the equation bal- 
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ance exactly, but the foregoing trial shows that a value some- 
where between these two figures would bring about the desired 
equality. A value of .028 or .029 on a semiannual basis would 
•equal 5.6 or 5.8 on an annual basis. To carry the decimal point 
further for greater accuracy, we might continue by the same 
method, starting with an assumed yield of .0281, .0282, and so on. 
It would be found that .0^82 would come very close to satisfying 
the equation, thus giving an approximate yield in this assumed 
case of 5.64 per cent. 

Use of bond tables commonly employed. Although we have 
indicated the mathematical formula by which the yield of a given 
bond may be determined, one would scarcely attempt to com- 
pute the yield of a given issue in this way. In practice, the in- 
vestor depends almost entirely on tables of bond values for com- 
putations of this nature. In these tables prices are worked out 
for an extended range of maturities, yields, and coupon rates. 
The results are customarily presented in the form of a table for 
each maturity. By the use of such tables, it is very easy to de- 
termine with reasonable accuracy the net yield of a bond, when 
the price, the maturity date, and the redemption value are known. 
Similarly, it is possible to determine the price at which a bond of 
known redemption value and maturity must be purchased in 
order to give a specified return. 

A number of bond tables are in common use at the present 
time. We shall illustrate briefly the Johnson,^ the Sprague,® 
and the Equitable tables.* The Johnson tables show yields at 
various prices to the third decimal. (Prices corresponding to 
yields most commonly found vary by 25-cent intervals per $100 
unit.) Tables are presented for bonds with coupon rates of 
31/3, 4, 4%, 41/2, 5, 51/2, 6, eVa, 7, 71/2, and 8 per cent. Unlike 
other tables in common use, the Johnson tables give yields 
directly for various common prices, coupon rates, and maturi- 
ties. In addition, the Johnson tables include data that provide 
a quick and ready means of determining the yield of any bond 


“ JohMon, David C., Stone, Caleb, Cross, Milton G., and Kirchev, Edward A., 
Yields oj Bonds and Stocks (New York: Prentice-Hall, Inc., 1928). The yields are 
presented in the form of percentages, correct to the neare,st five ten-thousandths of 
one per cent, and there is a table for the ready determination of yields of bonds to 
be repaid at a premium. 

“Sprague, Charles E,, Extended Bond Tables (New York; The Ronald Press, 
1915). 

■'Bartholomew, James P., Equitable Trust Company of New York Rapid Bond 
Tables. Published by permisfiion of Equitable Trust Company of New York, 
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that has a “repayment value” (or redemption price) greater 
than its face value. The Sprague table shows the value to 
the nearest cent of a bond for $1,000,000, bearing interest from 
3 to 7 per cent, and yielding from 1% to 10 per cent. The 
Sprague table is divided into three parts: one part dealing with 
usual rates, from 2i/^ to 5 per cent; another dealing with lower 
rates, 1 % to 2% per cent; and a third, dealing with the higher 
rates, 5 to 10 per cent. By the use of certain tables, it is pos- 
sible to work out values for bonds whose interest is payable 
quarterly or annually. 

The Equitable table is designed to facilitate interpolation 
for time. Differences for months and days are contained under 
each value (see page 744) . 

Computation of yield for an even period. A specimen page 
from the Johnsoii table is shown on page 738. Let us assume 
that we have a 5 per cent coupon bond, maturing in 20 years, 
which is quoted at 103. To find the yield by the Johnson tables, 
one has but to turn to the page headed 6 per cent bond, and 
run down the 20-year column to the yield corresponding to the 
price 103. The corresponding yield is 4.766 — per cent. In 
practice, however, the proposition is frequently complicated 
by the fact that the actual price at which the bonds are selling 
is not given in the bond tables, for it would be a prodigious 
task to work out tables for every conceivable price. Thus, in 
the table given, prices vary by intervals of a half point from 
90 to 110; thereafter by intervals of one point. Had the price 
of our bond been 102.80 instead of 103, we could have deter- 
mined by inspection that the yield of the bond was between 
4.766 — and 4.804, but we could have arrived at the correct 
yield only by interpolation. Thus, for a 20-year, 5 per cent 
bond, selling at 102.80, the computations would be as follows; 

103.00 4.766 

102.50 4.804 

Differences .60 .038 

That is, a difference of .50 in price makes a difference of .038 

in yield. By interpolation, the correct yield for a bond selling 
at 102.80 is: 

4.804 - 30/50 X .038 = 4.7812 per cent 

Note that the price, 102.80, is 30/50 (.6) of the entire distance, 
so to speak, from 102.50 to 103.00. This entire range in price 
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represents a difference in yield of .038 per cent; 30/50 of the 
range, therefore, results in a difference of — .0228 per cent. 

This method of interpolation, even where computed with 
accuracy, is not entirely correct, for the intervals in price do 
not vary proportionately with intervals in yield. The follow- 
ing section of the Sprague tables will illustrate this point. 
These tables are used here because they are carried out further 
and indicate more clearly the above situation. 

SECTION PROM SPRAGUE TABLES 
(Values to Nearest Cent, of a Bond for $1,000,000 at 5 Per Cent Interest, 
Payable Semiannually) 

Derived by Author 


Net Yield 

SO Years 

Difference in 
Net Yield 

Difference i 
Price 

4.00 

.. , .$1,136,777.40 



4.05 

.... 1,129,370.64 

.05 

$7,406.76 

4.10 

, . . 1,122,027.08 

.05 

7,343.66 

4.16 

.... 1,114,746.14 

.05 

7,280.94 

4.20, . 

1,107,527.22 

.05 

7,218.92 

4.25 

.... 1,100,369.73 

.05 

7,157.49 

4,30 

.... 1,093,273.10 

.05 

7,096.63 


In interpolating, by proportion, the assumption is that both 
intervals are constant. The error is so small, however, that for 
all practical purposes it is not considered. It is possible to cor- 
rect this error by the method of differences.® 

Interpolation for time. Another complication is almost 
always injected into the problem by the fact that the length of 
time the bond has to run to maturity rarely falls on an even 
six-months period. Bond tables are worked out for six-months 
intervals, and not for days. Thus, while one finds tables for 
bonds maturing in 6 months, 1 year, 1% years, 2 years, and so 
on, most bonds mature at intervening periods. These intervals 
make necessary an even further interpolation. Assume that a 
5 per cent bond, maturing on November 1. 1942, is quoted on 
August 16, 1927, at 102.75. The problem is to find the yield. 
It is apparent that this bond does not mature in 15 years, but 
in 15 years, 2 months, and 15 days.® In this case it is necessary 
to determine the yield of the bond both for a 15-year maturity 
and a Iby^-yeav maturity. The next step requires interpola- 
tion between these two yields to determine the yield of a bond 

° See Sprague, Charles E., Extended Bond Tables (New York: The Ronald Press, 
4(h od., 1915), p. 121. 

“ In. computing the length of lime bonds have to run. one customarily asBumes 
30 day,s to the month, except in the case of very large transactions. 
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SPRAGUE TABLES 

(Values, to the Nearest Cent, of a Bond for #i,ooo,oco at 5% Interest, 
Payable Semiannually) 


Net 

Income 

13 Tean 

13H Tears 

14 Tears 

143^ Tears 

15 Tears 

a BO 

X 276 ois 66 

I 284 9S3 74 

I 293 781 47 

I 302 SOO 32 

1 311 III 33 

ass 

I 269 642 20 

I 278 343 32 

I 286 934 90 

I 295418 32 

I 303 794 94 

a 60 

1 263 307 30 

I 271 774 24 

I 280 132 51 

I 288 383 53 

I 296 528 66 

a 6s 

1 257 010 71 

1 265 246 20 

I 273 373 99 

I 281 395 50 

1 28931212 

a 70 

I 250 7S2 18 

I 258 7S8 93 

I 266 6S9 03 

I 274 453 91 

I a8a 144 95 

a 7S 

1 244 531 

I 253 312 16 

I 259 987 33 

I 267 558 40 

I 275 026 79 

a 80 

I 238 348 28 

I 24s 90s <5o 

I 253 358 58 

I 260 708 66 

I 267 9S7 26 

a 8s 

I 232 202 43 

1 239 S39 00 

I 246 77a 49 

I 453 904 35 

I 260 936 02 

a 90 

1 220 093 65 

1 233 212 07 

I 240 228 75 

I 247 145 IS 

X 2S3 962 69 

2 PS 

I 220 021 69 

I 226 924 55 

I 233 727 08 

1 240 430 72 

I 247 036 93 


I 213 986 3a 

I 220 676 17* 


I 233 760 76 

I 240 158 38 

3 os 

1 207 987 29 

I 214 466 68 

I 220 848 73 

1 227 134 92 

I 233 326 69 

3 10 

I 202 024 38 

I 208 29s 79 

I 214 471 48 

I 220 SS2 91 

I 226 541 52 

3 15 

I 196 097 33 

1 202 163 26 

I 208 135 13 

I ai4 014 41 

I 219 802 52 

3 ao 

I 190 205 93 

I 196 068 83 

I aoi 839 40 

I 207 S19 09 

I 213 X09 34 

3 *S 

I 184349 93 

I 190 012 23 

I 19S 583 99 

I 201 066 66 

I 206 461 66 

3 30 

I 178 529 II 

I 183 993 22 

I 189 368 64 

I 194 656 80 

I 199 8s9 12 

3 35 

I 172 743 23 

1 178011 S3 

i 183 193 05 

I 188 289 21 

I 193 301 41 

3 40 

I 166 992 06 

I 172 000 93 

I 177 056 90 

I 181 963 58 

I 186 788 18 

3 4S 

I 161 27s 39 

1 166 159 15 

I 170 960 09 

1 175 679 61 

I 180 319 11 

3 SO 

I ISS 592 99 

I 160 287 95 

I 164 902 i6 

I 169 437 01 

I 173 893 87 

3 55 

I 149 944 62 

I 154 453 08 

I 158 88a 91 

I 163 235 48 

I 167 512 14 


I 144 330 08 

I 148 654 30 

I isa 902 07 

I 157 074 72 

I i6i 173 60 

3 65 

I 138 749 14 

1 142 891 37 

1 146 959 36 

I 150 954 45 

I 154 877 92 

3 70 

1 133 201 s8 

I 137 164 05 

I 141 054 54 

I 144 874 36 

I 148 624 80 

3 75 

1 I 127 687 18 

1 131 472 08 

I 13s 187 3a 

I 138 834 18 

I 14a 413 92 

3 So 

I 122 205 74 

I 125 815 25 

I 129 357 46 

I 132 833 6a 

I 136 244 96 

3 8s 

I 1 16 75703 

I 120 193 31 

1 123 564 69 

I 126 87a 39 

I 130 117 63 

3 90 

I III 340 84 

I 114 606 02 

I 117 808 75 

X 120 950 22 

I 124 031 60 

3 95 

I 105 956 96 

1 109 053 i6 

I 112089 39 

I II5 066 82 

I 117 986 59 

4 00 

I 100 605 18 

I 103 534 49 

I 106 406 36 

I 109 221 93 

I III 982 28 

40s 

I 095 285 29 

I 098 049 78 

I 100 759 41 

I 103 415 25 

I 106 018 38 , 


I 089 997 09 

I 092 598 82 

I 095 148 28 

I 097 646 52 

I 100 094 S8 

4 IS 

I 084 740 37 

I 087 1 81 36 

I 089 572 72 

I 091 915 48 

I 094 210 61 

4ao 

I 079 S14 92 

I 081 797 18 

I 084 03a so 

I 086 221 84 

I 088 366 15 

425 

I 074 320 55 

I 076 446 07 

I 078 527 37 

I 080 565 35 

r 082 560 93 

430 

I 069 IS7 05 

I 071 127 80 

I 073 0S7 08 

1 074 945 74 

I 076 794 66 

4 35 

I 064 024 22 

I 065 842 15 

I 067 621 39 

I 069 362 75 

I 071 067 04 

4 40 

I 058 921 86 

I 060 588 91 


I 063 816 II 

I 06s 377 80 

4 45 

I 053 849 78 

1 05s 367 85 

I 056 852 87 

I 058 305 57 

I 059 726 65 

4 So 

1 048 807 78 

I 050 178 76 

I 051 S19 57 

I 052 830 &7 

I 0S4 113 32 

4 55 

I 043 79i 67 

1 045 021 43 

1 046 219 92 

I 047 391 76 

1 048 537 S3 


I 038 813 24 

I 039 89s 64 

I 040 953 71 

I 041 987 98 

I 042 999 01 

46s 

I 033 860 32 

I 034 801 19 

I 035 720 68 

I 036 619 28 

1 037 497 47 

470 

I 028 936 70 

I 029 737 86 

I 030 520 63 

I 031 28s 42 

I 032 032 65 

4 75 

I 024 P42 21 

I 024 705 45 

I 045 353 31 

I 025 986 14 

1 026 604 29 

4 80 

I 0x9 x*r 6 64 

I 019 703 75 

I 030 218 51 

I 020 721 20 

I 021 212 II 

485 

1 014 339 83 

I 014 732 56 

1 015 I16 00 

1 015 490 36 

I 015/855 85 

, 490 

I 009 531 57 

I 009 791 67 

I 010 045 s6 

I 010 293 37 

I 010 535 26 

4 95 

I 004 751 69 

I 004 880 89 

I 005 006 96 

I 005 130 00 

I 005 250 06 

5 00 

I 000 000 00 

I 000 000 00 1 

I 000 000 00 

I 000 000 00 

I 000 OOO 00 
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SPRAGUE TABLES 

(Values, to the Nearest Cent, of a Bond for $1,000,000 at j% Interest, 
Payable Semlanputilly) 


Ir,cov,A 


16}^ Tears 17 Tears 


I 312 066 og 
t 304 369 
[ 297 125 21 
t 289 733 SS 
t 282 393 87 
t 275 IDS 78 
[ 267 868 88 
t 260 68a 79 
t a53 547 


c 3a8 015 93 
[ 320 233 12 
[ 313 506 67 
[ 304 836 13 


[ 297 ; 




[ 289 661 03 
[ 28a 155 60 

' 274 704 3S 

t 267 306 84 
[ 259 962 66 


336 312 113 
328 297 33 
320 342 22 
312 446 22 
304 608 84 
296 829 62 
289 108 09 
281 443 77 
273 836 33 
266 284 96 


1 336 260 01 
1 328 077 22 
I 319,956 79 
[ 311 898 22 
t 303 900 99 
t 39s 964 58 
1 288 088 51 
c 3S0 373 27 
[ 273 515 36 


: 344 122 45 


: 33S r 


> 9S 


: 3^7 3 % 15 
: 319 090 so 
: 310 876 43 
: 303 736 41 
: 294 639 89 
: 386 6i6 33 
: 278 655 19 


: 346 461 46 

: 139 425 45 
c 332 438 73 
)88 




t 211 770 39 
t 304 977 00 
t 198 231 04 
t 191 S 32 13 
I 184 879 93 


[ 245 432 6i 
c 238 24s 91 
[ 231 no 88 

t 216 994 23 
[ 210 011 8x 
[ 203 079 46 
t 196 196 79 
189 36341 


358 789 54 
151 349 53 
343 964 46 
236 633 90 
329 357 40 
222 134 54 
214 964 89 
207 848 00 
200 783 47 

193 770 86 


364 817 38 
257 177 57 
349 595 73 
242071 28 
334 603 74 
227 192 66 
319 837 57 
212 537 99 
30 S 293 48 

198 103 58 


I 270 755 95 
I 262 918 07 
I 255 141 04 
I 247 424 34 
I 339 767 47 
I 232 169 90 
I 224 631 15 
I 217 150 72 
1 209 728 10 
36a 82 


3 SO 
3 55 
360 
3 6S 
3 70 
3 75 


178 274 07 

1 ieS 2M oJ 

1 158 731 08 

I 153 307 13 
I 145 927 77 
1 139 593 70 

1 133 301 57 

I 127 054 05 

• 849 80 


I 182 578 

1 175 843 

1 169 15s 30 

I 162 515 18 

1 155 923 55 
I 149 376 96 
I 142 878 03 


186 809 
179 899 78 
173 040 48 
166 231 46 

159 473 33 

152 762 66 

146 103 08 
139 490 20 
13a 936 62 


! 190 967 83 
: 183 885 81 
t 176 857 05 
: 169 881 12 
[ 163 957 60 
1 156 086 04 
[ 149 266 03 
[ 142 497 13 
t 13s 778 93 


; 195 054 38 
: 187 802 31 
: iSo 606 14 

: 173 465 38 

: 166 379 S8 
: 159 348 26 
I 153 370 98 
‘ 145 447 37 
c 138 576 68 
■ 131 758 77 


E 114 688 51 
t 108 569 84 
t 103 493 47 
t 096 459 08 
t 090 466 36 
t 084 514 99 
t 078 604 66 
I 072 735 05 
c 066 905 87 
[ 061 116 81 


c 104 844 16 
: 098 661 85 
c 092 533 37 
[ 086 428 39 
[ 080 376 56 
( 074 367 56 
[ 068 41 


[ 063 476 70 


119 943 83 
113 521 84 
107 147 64 

100 819 84 

094 538 07 
088 301 97 
083 III 17 
° 7 S 965 31 
069 864 04 
063 806 99 


» 493 96 
I 1 15 93437 

1 109 404 84 
t 102 933 96 
[ 096 511 33 
[ 090 136 57 
t 083 809 27 
I 077 529 06 
E 071 295 54 
t 069 108 33 


4 993 1 ' 

[ n 8 279 22 
C III 610 69 
! 109 OOJ 10 
[ 098 444 01 
[ 091 932 99 
L 085 471 63 
t 079 OJ9 SI 
t 072 696 32 
[ 066 381 35 


4 55 
4 60 
4 6S 
4 70 


E OSS 367 55 
[ 049 657 8a 
E 043 987 30 

t 038 355 7 ° 
E 032 763 73 
[ 027 208 10 

E 021 691 SI 

[ 016 212 70 

E 010 771 36 

[ OOS 367 22 


E 056 594 19 
I 050 753 18 
I 044 953 37 

E 039 194 43 
I 033 476 04 

r 027 797 90 
I 033 159 68 


057 793 82 
051 824 18 
04s 897 73 
040 014 ro 
034 173 98 
028 374 01 

033 616 88 

016 goi 23 
on 226 76 
005 S93 12 


058 967 07 
I 052 871 36 
I 046 820 84 
1 040 815 15 

1 034 853 91 
I 028 936 77 
I 033 063 36 
I 017 233 33 
I on 446 33 
I 005 70a 00 


: 047 733 21 
: 041 597 99 
c 035 S19 31 
: 029 486 46 
E 023 499 37 

\VMf, 

■ 005 808 24 
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running 15 years, 2 months, and 16 days. For the computations 
here involved, we shall refer to the Sprague tables on pages 740 
and 741. The price of our bond (102.75) falls between the 
prices 1,032,032.65 and 1,026,604.29 at 15 years. The yields at 
these prices are, respectively, 4.70 and 4.75 per cent. Inter- 
polating, we have the following results: 

4.70 1,032,032.65 

4.75 1,026,604.29 


Yield Difference .05 Price Difference 5,428.36 
4.70 1,032,032.65 

X 1,027,500.00 


= 4.70 + .04175 
= 4.74175 


4,532.65 


Similarly, for a 15^-ye&T bond: 

4.70 

4.75 


1,032,762,73 

1,027,208.10 


Yield Difference .05 Price Difference 5,554.63 


4.70 1,032,762.73 

X 1,027,500.00 


X = 4.70 + .05 


5,262.73 

5,554.63 


•= 4.70 -f .0474 
= 4.7474 

The difference in yield between a 15- and a 15%-year bond 
is as follows: 


, 15^4-year bond 4.74740 

15 -year bond 4.74175 

180 days 00565 

75 days x 


X = .00235 
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Since it is true that the longer a pr emium bond has to run 
the higher the yield is, and since our point of time is of the 

period between a 15- and 15%-year bond, we must add .00235 
to the yield of a 15-year bond. Our desired result, therefore, is: 


Yield of 16-year bond 4.74175 

Plus difference for 75 days 00235 


Yield for a 5 per cent bond running 16 years and 76 days 4.74410 

Ascertaining value of a bond when yield, coupon rate, and 
maturity are known. The converse situation requires the inves- 
tor to compute the value of a bond, when the yield at which it 
is to sell is known. For example, suppose that the price of a 5 
per cent bond running 15 years, 2 months, 15 days, to yield 4.75, 
is required. 

At 16^ yeoi's, the value is 1,027,208.10 

At 15 years, the value is 1,026,604.29 


Difference for 6 mos 603.81 

Difference for 76 days = ^ X 603.81 
= 251.59 

Desired value: 

Value for 16-year bond 1,026,604.29 

Plus added value for 76 days 251.59 


The method of proportion again is not absolutely accurate, for 
the amortization or accumulation for each day is taken as 1/180 
of the half year’s total, although the interest proceeds by multi- 
plication, and the multiplicand increases each day. (The error 
is so slight that it may be ignored in everyday practice unless 
very large sums are being invested.) 

Interpolation for time based on Equitable tables. The 
Equitable Trust Company Rapid Bond Tables are designed to 
facilitate interpolation between six-months periods. These 
tables are constructed for bonds bearing interest at rates of 3, 
31 / 2 , 4, 4%, 5, 6, and 7 per cent, and maturing in from six months 
to fifty years in half-yearly periods, with basic yields ranging 
from 3 per cent to 6 per cent, in advances of 5/100 of 1 per cent, 
with %, %, %, and % differences. 

Each basic price is followed by the decimal difference to six 
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places for one month, and also for one day, between each six- 
months’ period. In this way it is very easy to establish the price 
basis of a bond that has other than an even number of years 
or half years to run. On pages 744 and 745 is a section of these 
tables for bonds maturing in 20 years. At what price will a 5 
per cent bond having 20 years, 3 months, and 6 days to run sell to 
yield 5.60? 

Price for a 20-year bond 92.83580 

.016116 X 3 (mos.) 048348 

.000537 X 6 (days) 003222 

Subtract 05157 

Price for a bond maturing in 20 years, 

3 mos., and 6 days ! . . . 92.78423 

In the case of a premium bond, of course, it becomes neces- 
sary to add the difference, for the longer such a bond has to 
run to maturity, the greater the premium must be to effect a 
given yield. On the other hand, in the case of a discount bond, 
the longer the bond runs to maturity, the greater is the dis- 
count. At what price must a 6 per cent bond, having 20 years, 
3 months, and 6 days to run, sell to yield 5.60? 

Price for a 20-year bond 104.7761 

.010750 X 3 (mos.) 032250 

.000368 X 6 (days) 002148 


Add 034398 


Price for a bond maturing in 20 years, 

3 mos., and 6 days 104.810498 

Bonds of optional duration. Many bonds that have a definite 
maturity, date are nevertheless redeemable before maturity at 
the pption of the issuing company. The terms under which 
redemption may take place are various.'*' They may be callable 
any time after issuance, at a specified date, before a definite 
date, between certain dates, or on and after a stated date. 
They may be called at par or at a premium. All these matters, 
of course, may have an effect, on value or yield. 

Inasmuch as the length of time the bond has to run is the 
variable quantity, the problem is to find whether the earliest 


'See Chapter 9. 
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or latest maturity should be used in computing the price or the 
return. Within certain limits, the interests of the borrower 
and lender are antagonistic, and the option of payment lies 
with the borrower. Consequently, the lender should adopt the 
juost conservative basis of computation and figure the value 
of or the return from his investment on the least favorable basis. 
The rule employed is to compute the yield upon the basis of 
that maturity option which is least favorable to the bondholder. 

Rule for computing bonds redeemable at par. If the cost 
of the bond and the redemption price are both 100, or par, then 
the duration is of no consequence, for both the coupon rate and 
the effective yield are the same. 

If the cost is below par — ^that is, if the bond is purchased at a 
discount — and the redemption price is par, then the longer the 
duration, the less the yield. The investor, therefore, should 
compute his yield on the basis of ultimate maturity. 

Conversely, when the cost is above par, or at a premium, 
and the bonds are redeemable at par, then the longer the bonds 
run, the greater is the yield. Therefore, in such cases, it is 
proper to assume the shortest time the bond may run. 

Rule for computing bonds redeemable at a premium. When 
the redemption, or call price, of a bond is at a premium, and the 
cost of the bond is at a discount, at par, or at^a premium not 
greater than that at which the bond is redeemable, the lower 
yield will result from the assumption that the bond will be paid 
at maturity. However, if the cost price is above the redemp- 
tion price, it will be necessary to compute the net yield on both 
the final and the optional maturity bases in order to ascertain 
which one of the two bases gives the lower yield basis, and hence 
which one is the basis upon which the rate of the return is 
computed. 

Computation of yields for serial issues. In buying an issue 
of bonds known as “serials,” where a certain portion of the issue 
matures periodically, investment dealers sometimes average the 
life of the issue and then, by the use of bond tables, base their 
computations on the average maturity. A more accurate 
method requires that a separate price be computed for each 
maturity, and the average of these prices taken. The error in 
the first method arises from the fundamental principle that the 
net return on a bond is based on the reinvestment at compound 
interest of a certain portion of the coupons as they severally 
become due. Each maturity of a serial issue must be computed 
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separately, in order that this principle of compounding the inter- 
est may have its own application. 

Accrued interest. Stocks are orduiarily quoted “flat” — that 
is, the price includes the price of the stock plus any “accrued 
dividends.” This is invariably the rule for stocks sold on the 
New York Stock Exchaj:ige. New issues of preferred stocks 
that are offered by mvestment bankers, however, may be quoted 
“and accrued dividends.” Bonds not in default are generally 
quoted “and accrued interest,” whereas bonds in default and 
income bonds are usually quoted flat, any accrued interest being 
included in the price. Where bonds are quoted “and accrued 
interest,” it is necessary to make a further adjustment before 
the actual price to the purchaser is obtainable. Thus, let us 
assume that on the first of September, a purchase is made of a 
20-year, 6 per cent bond at 113.68 and accrued interest, the 
interest dates of which are January 1 and July 1. The pur- 
chaser will pay $1,136.80, which is the principal and premium 
of the bond, and also the interest on $1,000, the face value of 
the bond, from July 1 to September 1 at 5 per cent. This inter- 
est amounts to $8.33 on a $1,000 bond. In other words, the 
coupon, which matures the following January 1, to the amount 
of $26, may be said to begin to ripen immediately after July 1. 
On September 1, the coupon has acquired a value of one third 
of the total coupon, or $8.33. The purchaser, therefore, pays 
$1,136.80, plus $8.33, or $1,145.13. This payment for accrued 
interest is not regarded as a part of the principal invested but 
as an advance to obtain the partly earned coupon. It is sub- 
tracted from the amount of the coupon upon the receipt of the 
latter, in order to show the net interest income actually earned 
by the purchaser, in this case for the period between September 
1 and January 1. 

Computation of yields for bonds sold flat. It is sometimes 
desired to ‘ ascertain what a bond will yield at a given price 
when sold flat (which means that the purchaser pays no accrued 
interest). A 20-year bond, bearing 5 per cent interest, pay- 
able semiannually, February and August, is offered for sale on 
April 1, at 116 flat. What is the effective yield? The first 
problem is to find out how much interest has actually accrued 
on the bond. In this case it is two months’ interest, or again 
$8.33. Deducting this amount from the price of the bond, we 
obtain $1,141.67 (114.17 at 2 decimals). It may be said then 
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that a quotation of 114.17 and accrued interest is equivalent to 
a quotation of 115 flat. It then becomes necessary to determine 
the yield of a 20-year, 5 per cent bond selling at 114.17. 

Segregation of income and principal of investments in estate 
accounting. In the handling of bond accounts of trust estates, 
questions often arise as to the relative interests of the life ten- 
ant and the remainderman.® Where funds are placed in the 
form of a trust, from which the income goes to one party during 
his or her life, and the principal to the remainderman at the 
death of the life tenant, two distinct problems exist. The maxi- 
mum income should be produced in the interest of the life 
tenant, yet the principal must be maintained intact. Where 
bonds are purchased at par at the beginning of the trust, there 
is no question as to what constitutes income and what consti- 
tutes principal. On the other hand, a bond purchased at a 
premium must be amortized, so that at maturity the par value 
plus the amortization will equal the original value. In other 
words, a part of the interest received from premium bonds 
must be put into a fund before payment is made to the life 
tenant, the fund to grow to an amount equal to the premium at 
the time the bond is paid. 

Conversely, bonds purchased at a discount enjoy income from 
accumulation as well as from interest. Theoretically, the life 
tenant should receive the benefit of such accumulation. In 
practice, the segregation of income from principal is somewhat 
involved and is often neglected, or else the problem is met by 
the purchase of approximately an equal amount of premium 
and discount bonds. Sometimes trustees follow the simple and 
crude, but conservative, rule of ignoring discount as income but 
charging off any premiums against current income at the time 
the bond is purchased. 

Where income and principal are to be accurately segregated, 
however, it is desirable to use schedules of amortization and 
accumulation.® The general principle involved may be stated 
as follows: “The cost of the bonds equals the principal or par 
value plus the premium, or minus the discount.” “The pre- 

‘ For a definition of these terms, see page 103. 

° For a complete discussion of various schedules of amortization and acoumula-, 
tion, the reader is referred to Sprague, Charles E., and Perrine, L, L., The Account-, 
ancy of Investment (New York: The Konald Press, 1922). See particularly Chapn 
ter XI. 
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mium or discount of a bond, . . . bought above or below par, 
is the present worth of ah annuity of the difference of the rates.” 

Premium bond. To cover briefly the entire mathematical 
history of a loan, let us assume a 6 per cent, 4-year, semi-annual 
bond, with a par value of $1,000, issued February 1, 1934, and 
bought to yield 4i/^ per cgnt. The results appear in the follow- 
ing table: 


Daie 

Cash 

Interest 

Net 

Income 

Amorti- 

eatiun 

Book 

Value 

1934 Feb. 1 (cost) . , . 




.$1,054.40 


.. $30.00 

$23.70 

,$6.30 

1,048.10 

1935 Feb. 1 

. . 30.00 

23.60 

6.40 

1,041.70 

Aug. 1 

. . 30.00 

23.40 

6.60 

1,036.10 

1936 Feb. 1 

.. 30.00 

23.30 

6.70 

1,028.40 

Aug. 1 

. . 30.00 

23.10 

6.90 

1,021.60 

1937 Feb. 1 

. . 30.00 

23.00 

7.00 

1,014.60 

Aug. 1 

. . 30 00 

22.80 

7.20 

1,007.30 

1938 Feb. 1 

. . 30.00 

22.70 

7.30 

1,000.00 


The original cost of $1,054.40 is multiplied by one half of the 
annual yield rate, 4.50 per cent, to obtain the net income of 
$23.70 for the first half year. The amount by which the coupon 
of $30 exceeds the income is $6.30 and represents a return of a 
part of the principal tied up in the original investment in pre- 
mium. With so much principal returned, the book value of 
the bond is written down to $1,048.10, and the $6.30 is reinvested. 
Any income received from such investment will take the place 
of the decreasing income from the bond. In the second half 
year, the yield rate is applied to the reduced book value to 
obtain the net income figure of $23.60 for that period. Follow- 
ing down the net income column, one notes the various amounts 
to which the life tenant is entitled, or which may be considered 
as true income. The person entitled to the fund at the death 
of the life tenant is protected by the amortization fund. At 
any interest date the book value, which is the investment, will, 
when added to the accumulated sums which have been laid 
aside, equal the original capital. 

Discount bonds. Bonds purchased at a discount are treated 
in a similar fashion, except that the coupon rate plus the accu- 
mulation equals the true income. Thus, suppose a 3 per cent. 
4-year, semiannual bond with a par va,lue of $1,000 were issued 
February 1, 1934, at a price to net 4% per cent. It is worth 
$945.60 at the time of purchase, and its history is as follows: 
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Cash 

Net 




Interest 

Income 

Aecunm- 

Book 

Date 

3% 

Wi% 

lation 

Value 

1934 Feb. 1 (cost) 



■ $ 945.60 

Aug. 1. 

$15.00 

$21.30 

$6.30 

951.90 

1935 Feb. 1. 

15.00 

' 21.40 

6.40 

958.30 

Aug. 1. 

15.00 

21.60 

6.60 

964.90 

1936 Feb. 1. 

15.00 

21.70 

6.70 

971.60 

Aug. 1 

15.00 

21.96 

6.90 

978.50 

1937 Feb. 1. 

15.00 

22.00 

7.00 

985.50 


15.00 

22.20 

7.20 

992.70 

1938 Feb. 1. 

15.00 

22.30 

7.30 

1,000.00 


Stock dividends, recurring and special. A similar problem 
of distinguishing between principal and income arises in con- 
nection with stock dividends or dividends paid Put as a dis- 
tribution of assets — ^liquidating dividends, so to speak. In 
such cases it is essential that the principal shall be kept intact, 
while all remaining income is paid to the life tenant. Let us 
illustrate this case by a simple example. A died in 1920 and 
left $600,000 of stock in corporation X, in a life trust for the 
benefit of B, after whose death the principal goes to C. The 
corporation pays regular dividends of 6 per cent from 1920 until 
1925, at which time a special 50 per cent cash dividend is 
declared out of surplus. The question is: “To how much of 
this dividend is B entitled?” We shall assume the following 
balance sheet for corporation X at the time of A's death (1920), 
and in 1925: 

mo 

Assets $4,000,000 Liabilities $1,600,000 

Capital 2,000,000 

Surplus 500,000 

$4,000,000 $4,000,000 

mo 

Assets $7,500,000 Liabilities 

Capital. . 

, Surplus.. 

$7,500,000 $7,600,000 

From the above data it is seen that the $500,000 of stock 
left in trust amounted to one fourth of the entire issue out- 
standing, and therefore was entitled to a quarter interest in 
the $500,000 surplus carried on the books at that time. Tlie 


$4,260,000 

2,000,000 

1,260,000 
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book value of the stock, based on the 1920 balance sheet, was 
thus $625,000, which must be kept intact for the remainder- 
man. The payment of a 50 per cent cash dividend in 1925 
would alfeet the balance sheet of the corporation in the follow- 
ing manner: 

Assets 156,500,000 Liabilities ... 14,250,000 

Capital 2,000,000 

Surplus 2,50,000 


1156,500,000 .S6,600,000 


Such a payment reduces the book value of the $500,000 of 
stock in the •trust fund from an original value of $625,000 to 
$562,500. It is necessary, therefore, to retain $62,500 of the 
$250,000 cash due to the trust holding, as a result of the divi- 
dend, in the trust fund; otherwise an impairment of principal 
will result.^® 

The principle here involved is clearly set forth in an impor- 
tant New York case.“ 

1. Ordinary dividends, regardles.s of the time when the surplus out of which 
they are payable was accumulated, should be paid to tho life beneficiary of 
the trust. 

2. Extraordinary dividends, payable from the accumulated earnings of the 
Company, whether payable in cash or in stock, belong to the life beneficiary 
unless they encroach in whole or in part upon the capital of the trust fund 
as received from the testator or maker of the trust or invested in stock, in 
which case such extraordinary dividends should be returned to the trust fund 
or apportioned between the trust fund and the life beneficiary in such a way 
as to preserve the integrity of the trust fund. 

Determination of stock yields. The problem of determining 
stock yields is very much simpler than that of bond yields, for 
there is no return of principal — at least there is no promised 
date at which the principal comes due. In order to ascertain 
the yield on stock at any price, therefore, it is necessary only 
to divide the current dividend rate by the price at which the 
stock is selling. A stock that is selling at 90 and paying $7 a 
year thus yields 7,7 per cent. This rate is called the stock 
or current yield. Unlike the fixed interest return upon a bond, 
the dividend rate for common stock is variable. It fluctuates 

“ For a more extended treatment of this problem and allied problems, see Fin- 
ney, H. A., Principles oj Accounting (New York: Prentioe-Hall, Ino., rev. ed., 1934), 
Vol. II, Chapters 55 and 56. 

“ In re Osborne, 209 N. Y. 450 
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largely with earnings and is determined at the discretion of the 
board of directors. In the computation of the yield on common 
stock, therefore, the result must be clearly thought of as a cur- 
rent, and not as a fixed, yield. 

Mathematics of convertible securities. Where a security 
carries with it the right of conversion into another security, it 
frequently becomes necessary to compute the ratio of conver- 
sion and to determine whether conversion is profitable. The 
various types of convertible issues, as w^ell as some of the mathe- 
matics of conversion, have already been considered.^- Where 
conversion is on a par for par basis, the operation is a relatively 
simple matter, for, when the price of the "conversion” secur- 
ity is above that of the security that is convertible, conversion 
is profitable. Convertible securities may be said to have two 
values: the one a purely investment value; the other arising 
from the conversion privilege. The value of a convertible 
security will not go below its investment value, regardless of 
the value of the conversion security. On the other hand, the 
value of a convertible security may go substantially above its 
investment value, if the price of the conversion security so 
warrants. 

The mathematics of conversion is somewhat more compli- 
cated when the conversion ratio is other than par for par. Let 
us assume that the bonds of corporation A are convertible into 
its common stock at 110. This means that bonds may be used 
to purchase the common stock of the corporation and that it 
takes $110 par value of bonds to purchase $100 ’por value of 
stock. The conversion ratio is not expressed in terms of market 
values, but market values determine whether or not conversion 
is profitable. Let us assume further that the bonds have an 
independent investment value of 96; that is, as an investment 
without reference to the conversion privilege, they are worth 
96. The stock, we shall assume, is quoted at 105. Will the 
conversion privilege here raise the value of the bonds above 
their investment value? This question can be answered by 
determining whether the stock can be purchased more cheaply 
with cash or with bonds at 96. Bonds of $110 par value, worth 
at market price $96 X HO per cent, or $105.60, will purchase 
$105 worth of stock. It can hardly be said at this point that 

“ See Chapter 9. 

“Used to denote the security into which -the convertible security 'may be con- 
verted. 
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the conversion privilege would have any effect on the price of the 
bonds; however, at that level, some investors would be likely to 
anticipate a rise in the price of the stock and bid up the bonds. 
Let us suppose that the price of the stock advances to 120. Will 
the bonds,' valued on their conversion basis, be above or below 
their investment value? Bonds at $110 par value equal stock 
at $120 market value. The market value of the bonds should 
at least equal 120 -f- 110 per cent, or 109.09; otherwise, specu- 
lators would purchase the bonds, convert them into stock, and 
sell the stock at 120, thus making a profit through such arbi- 
trage operations. Since the price of 109.09 is, in excess of 96, 
or investment value, it may be said that the conversion privilege 
has raised the price 'of the bonds by the amount of the differ- 
ence.^^ 

The methods by which various companies handle conversion 
differ. Soipe companies charge the investor accumulated inter- 
est, or dividends, on the ne^v security and credit accrued inter- 
est, or dividends, on the old. In other cases, no adjustment is 
made, the securities being exchanged on a flat basis.^” This 
method may operate slightly to the disadvantage of the inves- 
tor who converts, where interest has accrued on the convertible 
security but not on the conversion issue. In such cases a fur- 
ther slight adjustment should appear in market prices; this 
adjustment will cause prices to vary slightly from their stated 
conversion values. 

Subscription rights. The mathematics of subscription rights 
has already been discussed at some length and need be reviewed 
only briefly at this point.^“ Corporations that increase their 
capital stock are ordinarily required to allow present stock- 
holders the first rights to subscribe thereto; otherwise it would 
be possible to disturb the relative distribution of the present 
equities in a corporation and to shift the control of the com- 
pany through new stock issues. When stock is so offered, the 
present stockholders are allowed to subscribe to the new issue 
in proportion to their present holdings and on equal terms. 
Often the subscription price is below the current market price. 
Thus, let us assume that corporation A, with $1,000,000 of capi- 


”For further examples of convertible securities, see Chapter 9. 

Interest is included in the price. 

”‘See p. 247 For a more extended discussion, see Guthmann, H. G., and 
Dougall, H. E., Corporate Financial Bolicy (New York: Prontice-Hall, Inc., 1940), 
pp, 389-413. 
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tal stock outstanding, par |100, decides to increase its stock to 
$1,250,000. The current market for its stock is 130. The nevr 
stock, however, is offered to the stockholders at 100, in the pro- 
portion of one share of new stock for every four shares of old 
stock held. What is the value of the rights going with a share 
of old stock? 

Let X = the required value 

P = the differenec between market value and subscription price (in this 
case 30) 

R = the percentage rate of increase (in this ease 25 per cent) 

Then 

_ P Xfi 30 X .25 
® " 22 + 1 .25 + 1 

- $6 

Stock dividends. The declaration of stock dividends gives 
rise to some minor questions of a mathematical nature, but if 
one regards them as a capitalization of surplus, there will be 
no confusion. The declaration of a stock dividend, per se, does 
not in any way affect the proportionate- participation of the 
stockholder in the corporation, nor does the corporation thereby 
pay out any of its assets. In its simplest form, the changes in 
the accounts of a corporation resulting from the declaration of 
a stock dividend may appear as follows; 

BALANCE SHEET OP CORPORATION X 
Assets #1,000,000 Common Stock (par #100) , . # 300,000 


Liabilities 400,000 

Surplus 300, OOO 

$1,000,000 #1,000,000 


Let us assume that the corporation elects to pay a 50 per 
cent stock dividend. Such a dividend results in an increase in 
the capital stock item, of $150,000 and a decrease in surplus of 
a similar amount. In other words, the balance sheet, after 
payment of the dividend, will take the following form: 

Assets $1,000,000 Common Stock (par $100) . . $ 450,000 


Liabilities 400,000 

Surplus 160,000 

11,000,000 $1,000,000 


If the dividend rate on the old stock is maintained for the . 
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new stock, or if the dividend rate is not reduced proportionately, 
an increased return results for the stockholder. Otherwise, the 
position of the stockholder is not substantially different from 
what it was before the dividend, except that his proportionate 
equity is evidenced by a greater irumber of shares than before. 

The declaration of a stock dividend may be anticipated by a 
rise in the price of the old ''shares of a corporation, but the mere 
fact that a split-up (as a stock dividend is sometimes called) 
takes place does not in itself affect the value of the equity repre- 
sented by the stock of the company. Thus, if the market value 
of the stock of corporation X was $200 a share before the decla- 
ration of the previously assumed 50 per cent dividend, it would 
sell ex-dividend at $133.33 a share; that is, one and a half new 
shares would equal the value of one old share. 

Strictly speaking, a stock split-up, as contrasted with a stock 
dividend, means that the number of shares of stock outstand- 
ing is increased, and that either the par value thereof is de- 
creased per share so that the total par amount outstanding 
remains unchanged or the stock is changed into no par value 
stock. In the present case, for example, the corporation might 
have changed the stock into 18,000 shares of no par stock and 
given 4 shares of new stock for each share of old. In this case 
the new stock would have had a market value at the time of 
split-up of 150 a share. If one assumes further that the old 
dividend rate was $10 a share and that the rate on the new 
stock is to be $3 a share, the result would be equivalent to an 
increase of $2 a share on the old stock. 

The student might WeU ask at this point: “Why is it neces- 
sary to go to all the trouble of declaring stock dividends?" To 
be sure,' the same results may be effected by a change in the 
dividend rate on the old stock. Yet the effect of a stock split- 
up is to lower the unit price per share of stock. A wider market 
is created for stock selling at $60 a share than for stock selling 
at $200 a share. There are more buyers for 4 or 5 shares of stock 
at |50 than for 1 share of stock at $200 or $260 a share. In this 
way, at least, an indirect relation exists between the declaration 
of stock dividends and the market value of the stock of a com- 
pany.^'^ 

Dividends may be declared in scrip or even in the bonds of a 

” Other reasons for the declaration of stock dividends involve questions of taxa- 
tion, a desire to reduce the current dividend rate on stock in order to distract at- 
tention from large earnings, or the desire to capitalize surplus. 
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corporation. Where the dividend is in the form of an obliga- 
tion of the company, the result is essentially that of a declara- 
tion of a deferred cash dividend. Surplus or earnings must be 
debited, and the bond account, instead of cash, credited for the 
amount of the dividend. The same results might have been 
obtained, so far as the corporation i§ concerned, if it had bor- 
rowed the money and paid a cash dividend. 
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Purchase and sale of stocks — types of houses. Stocks may 
be purchased from brokers who are members of some stock 
exchange, from nonmember brokers, or from investment bank- 
ing houses.' Strictly speaking, the broker, whether or not he 
is a member of a particular exchange, does not maintain a posi- 
tion in securities; that is, he does not own securities himself, 
but buys and sells on a commission basis. The investment 
house, in contrast, owns certain securities which it offers for 
sale at stated prices in the same way that a retail or a whole- 
sale merchant offers his wares for sale.' Despite this theoreti- 
cal distinction, however, some investment houses execute orders, 
usually through a correspondent brokerage firm, and some 
brokers buy and sell stocks on their own account. 

Commissions. From the investor’s standpoint, the differ- 
ence between purchasing securities on a brokerage basis and 
purchasing from a house that owns them outright is largely a 
question of commissions. If an order is placed with a broker 
to purchase stocks or bonds in the open market, the total charge 
will include not only the price of the securities but a commis- 
sion as well. Brokers operating on exchanges charge standard 
commissions for buying and selling. On the New York Stock 
Exchange the charges for transactions in most stocks are as 
shown on page 759,^ save that on every transaction which in- 


* For further rules of New York Stock Exchange on commissions for ten-share 
unit stocks, for subscription rights, and between members, see Appendix VII of 
Huebner, 8. S., The Stock Market (New York: D. Appleton-Century Co., rey. 
ed., 1934), 
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volves an amount of $200 or more, the minimum commission 
shall be not less than $5; if under $200, not less than $3. 

In addition to the commission, purchasers or sellers of listed 
stocks in less than 100-share lots have their orders executed by 
odd-lot specialists, acting as dealers, who execute on the basis 
of prices in subsequent trades of 100-share lots and charge a fee 
of from % to % of a point. The broker who represents the 


Price of Stock Commisdon par Share 

1/256 of $1 0.1/ per share 

1/128 of $1 0.15/ per share 

Prom 1/64 of |1 to 1/16 of $1 ' 0.6/ per share 

From 3/32 of |1 to 7/32 of $1 1.0/ per share 

From 1/4 of .|1 to 15/32 of SI 1.5/ per share 

From 1/2 of SI to 31/32 of $1 3.0/ per share 

From $1 to SI 7/8 5.0/ per share 

For each additional $1 or fraction thereof up to SIO. . 1.0/ additional 

From $10 to S19 7/8 14.0/ per share 

For each additional $10 or fraction thereof 1.0/ additional 


investor charges his regular commission as well. The trading 
unit on the larger exchanges is 100 shares. 

Stocks sold on a net basis. In the case of stocks that are 
purchased or sold for the account of the house, whether it does 
a brokerage or a banking business, a net price which includes 
all commissions is ordinarily quoted to the customer. Thus, 
for unlisted stocks, which are traded ui by houses that specialize 
in their purchase and sale, the market is established by bid 
and offer prices. Such houses offer to sell stock at one price 
and offer to purchase,, it at another. This spread may be as 
high as 5 or 10 points for inactive stocks, whereas, for stocks 
actively traded in, the market is much closer. 

Transfer taxes. A Federal stamp tax is levied on original 
issues of stock, amounting to 10 cents for each $100 of par 
value, or fraction thereof, and 4 cents per $100 on each transfer 
thereafter. However, if the current selling price is $20 or 
more per share, the 4-cent rate changes to 5 cents. No par stock 
is taxed as though of $100' par value. „ This transfer tax must 
be paid ,by the seller. Accordingly, in the case of brokerage 
transactions, the seller has deducted from the proceeds of the 
sale not only the broker's commission, but the tax as well. In 
the case of outright purchases the purchasing house may or may 
not agree to pay the transfer tax. 

In addition to the Federal transfer tax, a slate tax is imposed 
on the sale of securities in Florida, Massachusetts, New York, 
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Pennsylvania, and South Carolina. This tax is imposed on the 
sale, agreements to sell, memoranda of sale, or transfer of all 
stock, and, is nominal in amoimt, varying from two to ten cents 
per share. It is likewise payable by the seller and must be paid 
whether the transfer of stock is made on the books of the com- 
pany, by assignment in blank, by delivery, or by any paper trans- 
ferring the benaficial or legal title, or merely the possession of the 
stock or certificate, although agreements evidencing the deposit 
of securities as collateral for loans are exempt. 

Transfer of stock. Stock Certificates are negotiable instru- 
ments. Each certificate is made .out in the name of the owner, 
who subsequently can transfer title either by indorsing the cer- 
tificate to a specific party, by blank indorsement, or by execut- 
ing a separate power of attorney which authorizes someone else, 
usually a bank or a broker, to transfer the stock. 

On the face of each certificate of stock will appear the serial 
number, the total amount of the issue, the number of shares 
represented by the certificate, proper signatures by the officers 
of the company, and the necessary authentication by the regis- 
trar and transfer agent. On the back of the certificate is a 
blank form of power of attorney, with bill of sale and power of 
substitution. This form usually appears as follows : 

' Por value received, hereby sell, assign, and tran s fer 

unto ; , . . . shares of the capital stock represented 

by the within certificate and do hereby irrevocably constitute and appoint 

attorney to transfer the said stock on the books of 

the within-named company with full power of substitution in the premises. 


Dated ,19 . 

In the presence of : 


Notice. The signature to this assignment must correspond with the name as 
written on the face of this certificate in every particular without alteration or 
enlargement, or any change whatever. 

Corporations customacily maintain three books in connection 
with stock transfers. A certificate book is kept, similar in some 
ways to an ordinary check book, which contains a series of cer- 
tificates and stubs. When a new certificate is issued, the name 
of the owner, and, in the event of transfer, the name of the 
former owner,, the date of issue, and the number of shares are 
all entered on the stub. When the certificate is returned to 
the company for transfer, it is marked “Canceled” and reattached 
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to the original stub. A stock record book is kept for the pur- 
pose of recording all transfers and issues. A third book contains 
a list of all the stockholders of the corporation and their individ- 
ual holdings. 

When a stockholder wishes to transfer his stock, he may 
either indorse it in blank or indicate the name of the trans- 
feree on the certificate. The latter alternative is often prefer- 
able since otherwise the certificate may be lost or stolen, and 
if it should then pass into the- hands of an innocent purchaser 
for value, such person would have a valid title as against the 
unfortunate loser. The company, upon receiving the old cer- 
tificate with instructions to issue a new certificate in the name 
of another holder, cancels the old certificate and makes the 
necessary changes in its records. The new certificate must be 
authenticated by the transfer agent and the registrar, who are 
independent of the corporation. 

Uniform stock transfer law. A uniform stock transfer law 
was approved in 1909 by the Commissioners on Uniform State 
Laws. This law has been adopted, with slight variations, by 
Alaska and the following 20 states: Arkansas, Colorado, Connec- 
ticut, Idaho, Illinois, Indiana, Louisiana, Maryland, Massa- 
chusetts, Michigan, New Jersey, New York, Ohio, Pennsylvania, 
Rhode Island, South Dakota, Tennessee, Virginia, West Virginia, 
and Wisconsin,^ The essential provisions may be briefly out- 
lined. Title to securities may be transferred by the delivery of 
certificates when indorsed in blank or attached to a written 
assignment. When instructions are given as to the new holder, 
a new certificate in his or her name is required. If the indorse- 
ment was secured by fraud or duress, or if delivery was made 
without authority of the owner, the transfer may be declared 
void in case the certificate does not come for consideration into 
the possession of a third party who is ignorant of any illegality. 
Lack of consideration does not invalidate an indorsement. 
Every person who transfers a certificate for value warrantc: 
(1) the genuineness of the certificate; (2) his legal right to 
transfer it ; and (3) the absence of any defect in the validity of 
the certificate so far as he has knowledge. 

Orders to buy and to sell. Orders to buy and to sell stocks 
may be given in a number of different ways. We shall describe 
briefly some of the more important ones. 

~Huebner,' S. S., The Stock Market (New York: D . Appleton-Century Co., rev. 
ed.. 1934), p. 272. 
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The simplest type of order is known as a market order. Here 
the buyer or the seller gives his broker an order to buy or to 
sell a definite number of shares of stock “at the market.” On 
such an order, the broker buys or sells the stock immediately. 
In the interests of his customer, however, the broker must carry 
out the order at the best possible bid or offer on the market. 
With actively quoted stocks, a market order is generally, although 
not necessarily, executed close to the last sale previous to the 
entering of the order. 

Another type of order carries with it a stated price. Thus an 
order may be given to a broker to purchase or to sell a certain 
number of shares of stock at a specified price. Such an order 
may be for a stated time or may be good until canceled. Where 
the price is specified, the broker works on the order as long as 
it is m force and attempts to get the specified price. He may 
buy the stock at a lower price, or he may sell it at a higher 
price, for such performance is in the interest of his client; but 
he may not execute it on terms less favorable than those specified. 

Stop-loss orders are often given to protect a speculative posi- 
tion in stocks. Let us assume that a speculator has purchased 
100 shares of Steel Common at 158 and wishes to limit his loss 
to 6 points. He may enter an order to “sell stop” at 153, The 
broker then acts only if and when the stock declines to 153, 
at which time he proceeds to execute the order at a price as near 
to 153 as possible. Similarly, when a speculator is operating on 
the short side of the market, he may enter an order to “buy 
stop” at a price somewhat aboVe the current market price. 
Thus, assume that the individual in our example had sold 100 
shares of Steel Common at 158 and desired to limit his loss to 6 
points. He would then enter an order to buy stop at 163, and 
the broker would execute this order at the most favorable price 
possible after the stock reached 163. 

Discretionary orders are blanket orders placed with the 
broker to buy or to sell stock whenever he considers the time 
advantageous. For obvious reasons, such orders are not cus- 
tomarily accepted by reputable brokers. 

The period during which an order remains in force is speci- 
fied when the order is given. An order may be “good for the 
day,” “good for the week,” or for any other specified time, or 
it may be good until canceled. It is customary for the market 
price to adjust automatically in order to allow for dividends. If 
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the quarterly dividend on a given stock is SI a share, the stock 
will usually sell ex-dividend on the following day $1 lower than 
it did at the.previous close. Thus, if a broker has an order to 
buy 100 shares of such a stock at $50, he will lower this price to 
S49 the day it sells ex-dividend and so notify his customer. 

Selling short. When an individual sells stock which he does 
not own, he is said to “sell short.” ‘•It may seem odd to sell 
something not owned, but it must be remembered that any 
speculative transaction — that is, a transaction in which the main 
consideration is enhancement of principal and not income — 
consists of two parts: a purchase and a sale. In a short sale, 
the time order is reversed as to the sale and the purchase. Thus 
A may go into a broker’s office and enter an order to sell short 
100 shares of Steel Common at the market. The broker pro- 
ceeds to do this and. we shall assume, sells the stock at 150. It 
is necessary, however, for the broker to make an actual delivery 
of this stock to the' purchaser before the close of business on the 
following dajn® A’s broker, therefore, must borrow the stock 
' from someone who has the stock to lend. There is a group of 
brokers on the exchange who specialize in lending stocks, for 
the consummation of short sales. 

Loans of stock. When stock is lent in this way, the lender 
insists that the borrowing broker lend him an amount of money 
equal to the market value of the slock. If the slock is plentiful 
for lending purposes, the broker who lends the stock but bor- 
rows the money will be required to pay the current rate of 
interest on this loan. If, however, stock is scarce, then the rate 
of interest declines. For example, if the rate goes to zero, the 
lending rate is said to be “flat.” In times of extreme scarcity, 
the broker who lends the stock may get the loan of money and 
a cash premium. That is, in addition to being favored with the 
loan at no interest, he may receive a cash premium from the 
borrower of the stock. The client who originally went short, 
however, has to pay this premium; furthermore, he is required 
to pay the amount of any dividends declared during the time he 
is short of the stock. 

“ There are several diSereat types of deliveiy. 'Where a cash sale is made, the 
stock must be delivered by the seller to the buyer on the day of the sale. Where 
sale is for regular delivery, such delivery must be made before the close of busi- 
ness on the following day Stock may also be sold for 3-day delivery, or at the 
buyer's or the seller's option. In the latter transaction, .such option i.s not for 
less than 40 days nor more than 60 days from the day of the contract. 
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Margin transactions. In cases where stock is sold short, as 
just described, the broker, of course, will require some protec- 
tion against the possible inability of A to consummate the trans- 
action. For example, let us assume that the price of U. S. Steel 
advances to $200 a share before A “covers” (that is, buys in). 
If the broker had nothing in the way of security, he would 
stand to lose the difference between 150 and 200, plus any addi- 
tional charges, such as dividends and commissions, if A went 
bankrupt during the interim. For this reason, the broker will 
require A to put up, not necessarily the entire value of the stock, 
but a margin equ^, we shall say, to 25 per cent of its value. If 
A then goes bankrupt, the broker can use this margin deposit, 
plus the amount he originally received when he sold the stock, 
to purchase stock with which to pay back the 100 shares bor- 
rowed at the time of the sale. If A were required to put up 
a 25 per cent margin at the time of the sale, his requirements 
would have been $37.50 a share, or $3,750 in all. If the stock 
later advanced to a price of $200 a share, the original margin 
requirement would be insufficient. The broker, therefore, would 
have required additional margin long before the stock had 
reached 200. If A had failed to meet this call, he would have 
been closed out. That is, when the stock had advanced, say, 
to 175, the broker would probably have called for more margin. 
Had this not been forthcoming, he would have purchased thd 
stock and returned to the customer the amount due. Exclusive 
of commissions, interest, dividends, and transfer taxes, this 
amount would have equaled $12.50 a share. On the other hand, 
if the stock had declined in price, the short seller could have 
completed his transaction by purchasing and could have made 
a profit thereby. 

Stock may also be purchased on a margin. Let us assume 
that A wishes to purchase 100 shares of a stock selling at $100 a 
share on a margin, instead of selling short as in the previous case. 
We shall also assume that the broker insists on at least a 50 per 
cent margin. This requirement would amount to $6,000. The 
broker purchases the stock and lends A $5,000 with which to 
carry the entire 100 shares. The broker, of course, holds A’s 
certificate and also charges him interest on the loan. A, how- 
ever, is entitled to all dividends on the stock. Furthermore, if 
the price should rise to $120 a share, A may sell and retain all 
of the $20 a share profit; or, if the stock declines to 90, A like- 
wise suffers the entire loss. The broker obtains the money that 
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he lends to A by borrowing at Ms bank on a time note or by 
borrowing in the call loan market “on call.” * The rate of inter- 
est charged by the broker to his customer will be higher than 
that which he is required to pay. 

Margin requirements. Although the margin requirements of 
brokers have varied in the past, under the Securities Exchange 
Act of 1934 minimum margin requirements are placed under 
the authority of the Federal Reserve Board. They have been 
changed by the board from time to time in the light of market 
conditions. In general, they have been set much higher than 
before the act, running in the neighborhood of 50 per cent. 

Use of securities as collateral for bank loans. In other cases, 
investors prefer to have the stock transferred to their name and 
to use it as collateral for a bank loan, rather than to operate on 
a margin basis. Banks will lend on the more active stocks but 
are bound by the margin requirements mentioned above. It is 
often possible for the investor to obtain in this way a rate of 
interest which is lower than that charged by a broker. Where 
the bank receives stock indorsed in blank, as collateral, no addi- 
tional papers ar.e necessary. Where the stock is in the name 
of the borrower, a power of attorney, properly made out, is 
given to the bank. 

Purchase and sale of bonds; registered and coupon bonds. 
Bonds have the same negotiable character as stocks. Coupon 
bonds, however, differ from stocks in that they are payable to 
bearer; that is, title passes by delivery. Delivery of the bond 
thus constitutes full transfer. With registered bonds, however, 
the question of transfer is similar to that of stock. Registered 
bonds are payable only to the party whose name appears on 
the bond, and to effect the transfer of title, the bond must be 
properly indorsed and returned to the company, which then 
registers the bond in the name of the new owner. The incon- 
venience attached to registered bonds may cause them to sell 
at a price slightly lower than that at which coupon bonds sell, 
although this differential rarely exceeds one fourth of a point. 

Payment of interest on coupon bonds is made upon presen- 
tation of the proper coupon. Similarly, the principal is paid 
upon presentation of the bond itself. The holder of a fully 
‘ Money borrowed on call must be paid back when demanded by the lender. 
Call loans are always Secured, usually by the deposit of stocks and bonds. It is 
customaiy in the New York call loan market to renew call loans from day to clay 
at the call loan rate for the day.. CaU money fluctuates from day to day m sym- 
pathy with the demand for aad supply thereof. 
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registered bond receives both interest and principal in the form 
of a check. If the bond is registered as to principal only, then 
interest is paid upon presentation of coupons, while principal is 
paid to the registered holder by means of a check. 

Accrued interest. Practically all bonds are quoted and sold 
“and interest.” ® This expression means that, in order to arrive 
at the total cost of the bond, the accumulated interest must be 
added to the quoted price of the bond. This treatment is proper, 
since the owner of the bond is entitled to interest on his security 
so long as he holds it, whereas the new owmer’s interest should 
begin on the day of purchase. Regardless .of the current rate 
of interest, or of the yield basis on which the bond is sold, it is 
customary to compute accrued interest on the basis of the coupon 
rate of interest that the bond bears.** 

Commission on bond sales. Transactions in unlisted bonds 
are usually “net”; that is, the price includes all commissions. 
The reason for this practice is that unlisted bonds are usually 
bought and sold by houses that act as dealers rather than as 
agents or brokers. For bonds listed on the New York Stock 
Exchange, the following commission rates are charged ; 

Price per $i,000 of Par Value Rate 

Selling at less than $10 Not less than $ .76 

Selling at $10, and above but under $100 Not less than $1 26 

Selling at $100 and above Not less than $2.60 

Such lower rates as may be agreed upon, ordinarily $1.25 
per $1,000 bonds, may be charged for executing trades in bonds 
or notes having five years or less to run ; and in securities to be 
redeemed within twelve months. 

The New York Stock Exchange. No discussion of the sub- 
ject of investment would be complete without some reference 
to the New York Stock Exchange. This organization occupies 
a position of unique importance in the field of finance, although 
nominally it is only an ' unincorporated association of brokers, 
limited to 1,375 members, formed to provide a place for trading 
in such securities as are accepted for listing. 

Membership is termed a “seat,” and gives the owner the privi- 
lege of transacting business on the floor of the exchange. The 
objects of the exchange are “to furnish exchange rooms and 
other faci lities for the convenient transaction of their business 

“ Bonds in, default and income bonds are generally sold flat — that is, the quota- 
tion includes any accumulated interest, 

“The computations involved in determining acci-ued interest are discussed on 
pi 748. 
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by members, as brokers; to maintain high standards of com- 
mercial honor and integrity among its members; and to promote 
and inculcate just and equitable principles of trade and busi- 
ness.” 

Members may act as either brokers or traders, or both. In 
the capacity of brokers, they execute, for their clients, orders 
to buy or to sell securities on the floor of the exchange. As 
traders, they buy and sell securities on the floor of the exchange 
for their own account. The Securities and Exchange Commis- 
sion is permitted to segregate and limit the functions of mem- 
bers, and has made a study and report on the question of the 
advisability of completely segregating the functions of dealer 
and broker. The matter is an unsettled one for the present. 

We need not go into detail regarding the organization of the 
exchange. As a matter of practice, the Governing Committee 
is vested with absolute power over its members. This commit- 
tee has power to suspend or to expel any member for violations 
of the constitution, or for unjust or inequitable conduct in con- 
nection with trading, or for any acts that may be detrimental 
to the exchange. The Governing Committee has always in- 
sisted on a high standard of business conduct, and members may 
be disciplined for offenses against the rules of the exchange, even 
if no civil statutes are violated. 

The exchange, through its rules and constitution, aims to 
safeguard the interests of the public in dealings with members, 
and to hold members to the highest standards of business ethics. 
Gpntracts made on the floor of the exchange cannot be violated 
and must stand, unless both parties agree to a modification of 
terms. 

The practices upon the exchanges are now also subject to the 
regulation of the Securities and Exchange Commission created 
by the act of 1934. The commission will have the power to 
penalize any unfair practices and manipulation that have been 
forbidden and in some cases punished by the exchange in the 
past. An independent and capably manned commission should, 
however, be able to police the situation with more effectiveness 
than was possible with other agencies. Moreover, because of 
its greater power of enforcement, it should he in a position to 
initiate improvements in practice. 

Requirements for listing securities. Only stocks that are 
listed may be traded in on the exchange. When a corporation 
wishes to have its securities listed, it must make formal appli- 
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cation, which is passed upon by the committee on stock list. 
The listing fee for stocks is 0.5 cents per share, and for bonds, 
$120 for each $1,000,000, or fraction thereof, of par value. The 
minimmn initial fee in any case is $2,000. Upon making such 
formal application, the corporation is given three documents to 
be filled out: a list of requirements to be met; a distribution 
statement; and a questiofinaire. 

We shall not consider the rather technical details that are 
involved in these documents, nor shall we undertake an exam- 
ination of all the requirements that must be met.'^ In a general 
way, it may be said that complete information is required con- 
cerning the nature of the corporation, its product, its history, 
its management, its places of doing business, its capitalization, 
and so forth. The latest available balance sheet and income 
account of the corporation, together with a complete financial 
history, are likewise required. A statement of the purpose of 
the issue to be listed must be furnished, as well as copies of the 
corporation charter and by-laws, and certain legal papers certi- 
fying the legality of the issue about to be listed. The exchange 
likewise exercises strict supervision over the form and the man- 
ner in which all securities shall be engraved, and requires that 
all corporations making application for listing their securities 
agree to maintain a transfer office or agency in the Borough of 
Manhattan, City of New York, where all listed securities shall 
be directly transferable, and principal, interest, and dividends 
thereon payable. A registrar other than the transfer office or 
agency must likewise be maintained, where all 'listed securities 
shall be registered. 

Once a portion of or all a corporation's securities are listed 
the exchange requires the corporation to publish at least once a 
year, fifteen days in advance of the annual stockholders' meeting, 
a statement of its physical and financial condition, an income 
account covering the previous fiscal year, and a balance sheet 
showing assets and liabilities at the end of the year. In addi- 
tion, an annual income account and balance sheet of all constitu- 
ent subsidiaries owned or controlled, or a consolidated income 
account and a balance sheet must be furnished. The exchange 
further requires that adequate notice be given of rights or sub- 


' A detailed disougsion of listing requirements may bo found in Meeker, J. E., 
The Work of the Stock Exchange (New York: The Bonald Pre.ss Co., rev ed,, 
1930), p. 562 if. See also Huebner, S. S , The Stock Market (New York: D. Ap- 
ploton-Century Co„ rev. ed., 1934), Chapter IX. 
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scrip tion privileges, of actions regarding dividends, and of inter- 
est. In fact, adequate notice is required of all acts that affect 
the interests of the holders of the listed securities. 

One of the essential functions of the exchange is to facilitate 
trading in securities. To this end, securities with a narrow or 
restricted market are not acceptable. And, similarly, "corners” 
are regarded as highly detrimental to free trading. Accordingly, 
when it appears that the distribution of a stock is such that it 
restricts trading unduly, it may be stricken from the list, or 
trading therein may be suspended.® 

Generally speaking, the listing of a security gives it a wider 
market than it would otherwise enjoy. The fact that active 
trading takes place in most listed securities also makes it pos- 
sible for the holder of such securities to obtain accurate infor- 
mation regarding the market value of his holdings from day to 
day. This information is made available through current quo- 
tations on actual sales. Listing is also a guaranty that the issue 
is bona fide, and has behind it a going concern. Likewise, the 
publicity that is assured the owners of listed securities is help- 
ful. The fact that a wider market is usually available on listed 
securities, as well as complete data relative to their market 
price, adds to their collateral value. Banks accept pledged 
securities not as investments, but rather as assets to be disposed 
of if the loan is not repaid. The ease with which the collateral 
may be converted into cash, therefore, rather than its inherent 
investment value, is the governing consideration in determining 
how much will be lent on a given stock or bond. Besides these 
advantages, there is little difference between listed and unlisted 
securities. Mere listing of a security is no guaranty of value. 

Ticker service recording sales of stocks and bonds. All 
transactions in stocks and bonds on the New York Stock Ex- 
change are given immediate publicity by means of the ticker. 
There are, in fact, two services: a bond ticker and a stock ticker. 
Prices are immediately recorded on ticker machines and dupli- 
cated in brokerage ofSces throughout the United States. Prices 
recorded on the tape, as it is called, are records of actual trans- 
actions that occur on the exchange, 

* stock is said to be “cornered” when a lai^ge part of the floating supply is ac- 
quired by an individual or gi-oup who may thus control its price. Those who are 
short of a stock which is in this position are at the mercy of those who have cor- 
nered the stock, and must cover their sales at whatever price is asked. In the case 
of cornered .stock the regular rules of delivery may be suspended. 
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Other exchanges. The New York Curb Exchange is an 
organization of lesser importance than the stock exchange, 
although it is somewhat similarly organized and functions in 
much the same way. Membership is limited, dues are payable, 
stock and bonds are listed, and buying and selling orders are 
executed, although the stocks there listed are often new issues, 
or issues that cannot meet the New York Stock Exchange listing 
requirements.® Organized stock exchanges are also found in 
other cities, among the more important of which are the Chicago 
Stock Exchange, the Boston Stock Exchange, and the Philadel- 
phia Stock Exchange. Trading on these exchanges, however, is 
dominated by the state of trading on the New York Exchange. 

Functions of investment bankers. A wide distinction exists 
between the work of a stock exchange house, which does a strict 
brokerage or commission busmess, and that of the investment 
banker. The former operates strictly on a commission basis 
and will execute any order which is accompanied by proper 
assurances that the client can meet his obligations. A broker 
assumes no responsibility as to the outcome of his client’s opera- 
tions; he simply stands ready to execute orders. 

The investment banker, on the other hand, is a merchandiser in 
securities. Although investment bankers may be classified as 
either wholesale or retail, depending upon whether they sell 
to dealers or directly to investors, their essential functions are 
generally similar and may be discussed under four headings: 
purchasing, selling, protective, and advisory. 

Purchasing function. When a corporation desires funds for 
long-term financing, it approaches an investment banking house 
and states its requirements. Negotiations are then entered 
into which determine whether the banking house will purchase 
or reject the issue. New concerns often shop around with their 
proposition until they secure the most favorable terms; but 
once a connection is established, it is usually maintained. In 
this respect, the custom is different from that found in municipal 
financing, where the award is made to the highest bidder at a 
public sale. The practice of continuing relationships with one 
house has been a subject of criticism, particularly in the rail- 
road field, on the grounds that competition between bankers 
for new issues would result in the company’s receiving a better 

°But not, neceasaiily so. Consider, for example, the former appearance of a 
number of the Standard Oil Issues on the curb. Generally, however, securities 
traded in on the curb are less widely known. 
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price. As opposed to this arpment, however, is the practical 
one that long-continued relations with a single banking house 
are desira^ble. Experience with successive issues familiarizes 
the banker with the affairs of the concern. As a result, he can 
more intelligently guide the corporation’s financial policies. 
Likewise, ^ in times of emergency, the banker feels a certain 
responsibility for those houses with which he has had continued 
relations. 

Prior to the purchase of an issue, the banking house custom- 
arily makes an exhaustive investigation. The first step in this 
process is the preliminary investigation which covers only the 
financial statements and general history of the company. If 
this survey shows that the proposition is of real merit, then a 
more exhaustive examination is made of the plant and internal 
affairs of the corporation. At this stage, appraisers are engaged 
to determine the value of buildings, equipment, and inventories. 
Auditors are employed to check up on financial records and 
accounting practices. Engineers study production; other spe- 
cialists study the marketing policies; and attorneys investigate 
franchises, leases, and contracts. Each specialist reports back 
the results of his investigation. The next step is a conference, 
at which the nature of the security, the interest rate, the matur- 
ity dates, and the purchase price are settled. Throughout the 
investigation, the banker considers the possibility of a resale 
to the investing public. In view of the narrow margin that 
generally exists between the purchase and the sale price of 
the better-grade issues, it is important for the banker to deter- 
mine in advance the reaction of the public to the issue. 

Selling function. Once an issue has been purchased and prop- 
erly registered with the Securities and Exchange Commission, 
the next function is to distribute it to the investing public. 
With large issue's, the originating firm will invite other houses 
to join in underwriting part of the entire amount. With smaller 
issues, the purchasing house undertakes the entire distribution, 
although it offers certain concessions to other dealers, who, in 
turn, retail to their clients the securities so purchased. After 
the issue has been purchased, the selling fmiction is pursued 
vigorously by the investment banker. Descriptive circulars 
are prepared, and mailed to a wide list of prospects; advertise- 
ments are inserted in financial publications; and customers are 
approached by the salesmen of the house. 

■ To this end investment banking houses require salesmen of a 
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high order. Many houses develop and train their own bond 
salesmen. Recruits are carefully selected, often from the grad- 
uating classes of universities. During the early stages of train- 
ing. these recruits are given various minor positions in the firm, 
and are assigned such duties as running errands, assisting in 
statistical and accounting work, and attending classes and lec- 
tures. Later, they will be assigned a list of prospects on which 
to call, possibly in the company of an older man; Finally, the 
initiates are put on their own feet. A nominal salary is usually 
paid during the preliminary period. Subsequently, remunera- 
tion may be entirely on a commission basis, or on a salary and 
commission basis. 

Protective functions. The inability of the ordinary investor 
to discriminate between good and poor investments has placed 
a real responsibility on the investment banker. His most im- 
portant function is to keep his clients out of poor securities. 
However, since no one is infallible, mistakes are bound to be 
made even by the best investment bankers. Some issues, 
regardless of how carefully they were originally investigated, 
turn out poorly. When an issue proves to be unsatisfactory, 
the originating house has a responsibility, even though it is 
not a legal one, and is expected to play a leading part in the 
organization of protective committees and in the work of reor- 
ganization. The originating house is likewise expected to main- 
tain the offering price of an issue until it is fully distributed, 
and thereafter to create a market.^® This latter function is ful- 
filled by establishing a “bid and asked” price. The house agrees 
to buy at one price and to sell at another. There is a normal 
spread in active unlisted securities of from one half to one point. 

. In inactive issues the spread will vary from one to ten points, 
and even more in exceptional cases'. It is this spread that fur- 
nishes the banker with a profit on trading activities. 

Advisory functions. The investment banker also undertakes 
to perform advisory services for his clients. Many houses offer 
the use of, their statistical departments for the purpose of answer- 
ing inquiries of clients. An attempt is often made to advise 
clients on the proper distribution of their holdings or on mat- 
ters of taxation, to notify customers when bonds are called, and 

” It may be noted that pegging prices “in contravention of such i-uies and regu- 
lations as the Commission may prescribe as necessary or appropriate in the public 
interest or for the protection of investors" is forbidden by the Securities Exchange 
Act of 1934. 
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to advise when shifts should be made from one commitment to 
another. Some houses go so far as to maintain lists of cus- 
tomers’ securities and to render periodic reports thereon. 

Investment counsel. Increased recognition of the difficulty 
entailed in obtaining expert and disinterested advice from those 
who are in the business of selling securities has led to a marked 
increase in the number of independent investment counsellors 
in recent years. Such individuals or concerns have but one thing 
to sell — namely, investment advice. They have the advantage 
of being specialized experts who can make detailed studies both 
of specific securities and of the various external conditions that 
influence investment return. They can also give advice based 
upon the individual’s pecuhar personal situation. Such work 
is made possible by the fact that its cost and its benefits are 
spread over a large number of investment accounts. 

The charges for investment counsel will usually consist of an 
initial fee and an annual commission during the life of the 
arrangement. The initial fee might be based upon the labor 
entailed in making the initial study of the portfolio held and 
the size of the account. It might range up to one per cent of 
the principal taken at market value. The annual charge would 
usually amount to from one quarter to one half of one per cent 
of the market value of the portfolio. The possible worth of 
such a service is evident, but its exact value is sometimes diffi- 
cult to gauge. As in the case of the services of the doctor and 
the lawyer, the results may be achieved under either very adverse 
or very favorable circumstances, and in judging performance 
such circumstances should always be considered. 

Under investment counsel, the investor generally retains 
custody of his securities and is the ultimate judge of whether 
recommendations shall be put into effect. Some banks and 
trust companies now offer a custodian service for small charge, 
which permits the speedier execution of any changes desired. 

Most investment counsellors do not care to accept small 
accounts, because even a minimum of work and attention is 
likely to involve more expense for a service of high quality than 
can reasonably be collected in charges. The small investor is 
directed to such indirect forms of investment guidance as he can 
obtain by using the savings bank, the building and loan associa- 
tion, the various savings contracts of the life insurance company, 
and the Postal Savings System; or if he should choose equities 
rather than credit obligations, then the investment trust of the 
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mutual fund or management type may be suggested. Home 
ownership offers a commitment similar to common stock with 
respect to the influence of price level movements. 

The Investihent Companies Act brings investment advisers 
under the supervision of the Securities and Exchange Commis- 
sion. They are obliged to register and furnish information at 
least annually. Compensation based upon a share of capital 
gains or appreciation is forbidden. Fraud or deceit is outlawed 
and the counsellor may not act as a principal or broker in deal- 
ings with his client. Control by the commission does not apply 
where (a) the clients are all within the state, and advice is not 
given about securities listed on national security exchanges; (b) 
vfhere the only clients are investment companies and insurance 
companies; or (c) when the adviser has fewer than fifteen clients 
and does not hold himself out to the jDublic as an investment 
adviser. The growing tendency is to develop professional stand- 
ards of responsibility and ethics in the relation of the invest- 
ment adviser and the individual investor. 

. Securities and Exchange Commission. Prior to 1933, pro- 
■tection of the investor by governmental devices, except the 
regulated public service industries, was largely confined to: (1) 
certain state blue-sky commissions, designed to force the publi- 
cation of adequate information relative to new security issues 
and to preveiit the unwary from buying “blue sky” as an invest- 
ment; (2) prosecution for the fraudulent use of the mails to sell 
securities; and (3) such redress as might be obtained under the 
general laws against fraud. Recognition of the abuses in this 
field led to the Securities Act of 1933 and the Securities Exchange 
Act of 1934. Under the latter the Securities and Exchange Com- 
mission was created with five members appointed by the Presi- 
dent of the United States to regulate: (1) new security issues of 
private' corporations and foreign governments, and (2) the activi- 
ties of the security exchanges in a manner that would protect 
the public interest. Under these acts all new securities, with 
minor exceptions, must be registered with the commission before 
they may be offered to investors. Fraudulent and misleading 
information is checked, securities of clearly bad character are 
barred, and severe, penalties are provided for those, who break 
the law. As a result of such registration, a huge amount of 
valuable information is available to statistical services and 
investment counsel, who would in any case be the most likely to 
use such material, although it is not readily available to the 
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individual of modest means (photostatic copies must be pur- 
chased). 

The following are the commission’s powers with respect to 
the security exchanges: 

1. Exchanges are required to register and to agree to certain 
standards of practice. 

2. Corporations listing their securities on these exchanges 
are required to make financial and other reports of an adequate 
sort as prescribed. In addition to a suitable balance sheet and 
income account, supporting schedules are called for to clarify 
important items, such as investment holdings, salaries and other 
compensation of officers and directors, and amount of af d 
changes in holdings of chief stockholders. 

3. Manipulation of security prices is prohibited. While the 
new act gives the commission power to take vigorous measures 
against such manipulative practices, rules of the New York 
Stock Exchange and other stock exchanges forbade wash sales, 
transactions made to influence price, circulation of rumors, and 
the pegging or fixing of prices. 

Other important steps are being taken by the commission. 
One of the most difficult steps is to undertake the regulation of 
activities of dealers and brokers in the over-the-counter market. 
Many substantial and reputable houses participate in this unor- 
ganized market where most of the bond trading, including that 
in United States Government obligations, takes place. How- 
ever, here also are to be found small dealers and brokers of 
doubtful ethical standards, engaged in trading in securities 
which are little known and which are sometimes of uncertain 
reputation. 

To meet the problem of the unregulated over-the-counter 
markets, the National Association of Security Dealers, Inc., was 
incorporated in September, 1936. This organization consti- 
tutes a self-regulatory body with the cooperation of the S.E.C. 
and the support of its disciplinary powers. The objective is to 
prevent unfair charges to customers, require disclosure of 
whether the customer is dealing with a broker or principal, see 
th^t quotation information published is satisfactory, and, in 
. general, do away with the abuses that have existed in the over- 
the-counter markets of the past. 

Other Federal attempts to protect the investor are seen in the 
Trust Indenture Act and the Investment Companies Act. 
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Although the Securities Act of 1933 aroused fears that security 
issues might be fatally impeded by the extremely severe penal- 
ties that threatened participants in the case of material errors, 
that feehng has apparently passed since the amendments made 
in the act of the succeeding year. There is a growing apprecia- 
tion of the work of the commission in safeguarding the machin- 
ery of originating and marketing securities. 

Sources of investment information. Two of the most im- 
portant daily publications dealing strictly with investment news 
are the Wall Street Journal and the Boston News Bureau-. In 
addition to complete market reports covering daily prices and 
sales of listed and unlisted securities, they also contain a very 
wide range of financial news. Current banking statistics, infor- 
mation regarding new issues, money rates, and similar data 
are included, together with frequent editorial comment. Politi- 
cal activities, in so far as they are related to finance, are reported. 
The Dow'Jones averages, 'which have reflected the movement of 
leading securities for a number of years, appear first in these 
publications. Of distinct value to the investor are the quarter- 
ly, semiannual, and annual reports of earnings of the more impor- 
tant corporations. Such reports are published in these papers 
immediately upon becoming available. Eeports of the larger 
corporations are accompanied by excellent editorial analyses. 

The Boston News Bureau is a morning and evening publica- 
tion, and the Wall Street Journal appears in the mornmg only. 
The former publication, while it has much news of a national 
character, is more strictly devoted to affairs of the Boston mar- 
kets. Similarly, the Chicago Journal of Commerce, while it 
gives general news coverage, is of particular interest for its mid- 
western financial news. 

Of the more general newspapers the New York Times undoubt- 
edly has the most comprehensive financial section. Its reporting 
service is excellent, and its editorial analyses are conservative 
and accurate. The New York Sun and the New York Herald 
Tribune, among other metropolitan dailies, offer detailed finan- 
cial news. 

Weekly publications.' The Commercial and Financial Chron- 
icle, commonly referred to as the Chronicle, is the most compre- 
hensive exclusively financial organ. It would indeed be difficult 
to describe in detail the amazing scope of this publication. Prac- 
tically all important business news and current financial statis- 
tics, including a very wide range of' corporate reports, are given. 
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The publishers of the Chronicle put out several other publica- 
tions, which were fornaerly sections of the Chronicle. The 
Monthly Earnings Record contains m cumulative form the 
monthly, quarterly, and half-yearly financial reports of railroads, 
utilities, industrials, and other companies. The monthly Bank 
and Quotation Record offers quotations, on a very extensive range 
of listed and unlisted securities. The semiannual State and M u- 
nicipai Compendium gives complete information regarding 
United States bonds, state debts and resources, debt limitations, 
savings banks laws, and municipal financial data, including re- 
sources, debts, and taxes. The Railway and Industrial Corn': 
pendium, issued semiannually, contains the latest reports of 
earnings, descriptions of bond issues, dividend payments, maps 
of railroads, and other pertinent data. The Public Utility Com- 
pendium, also published semiannually, contains similar data for 
telephone and telegraph companies (United States and foreign) 
gas and water companies, and power, light, and railway com- 
panies. 

The Bond Buyer appears both as a daily and a weekly paper, 
and it is invaluable for those interested in municipal issues. 
Barron’s, a financial weekly, has articles on topics of general in- 
vestment interest, and also material bearing upon the record and 
prospects of securities of all types. The Financial World 
(weekly), Dun & Bradstreet Monthly Review, Investment 
Banking (published by Investment Bankers Association at ir- 
regular intervals), and the Magazine of Wall Street (biweekly), 
all contain interesting information concerning investments. 

Investment information services. Some of the commonly 
used investment information services are published by Standard 
Statistics Company, Moody’s Investors Service, Poor’s Publish- 
ing Company, Pitch Investors Service, Dun & Bradstreet, Inc., 
White & Kemble, and H. H. Copeland and Company. Each 
company, and the various services which it publishes, will be con- 
sidered separately in the following paragraphs. 

The Standard Statistics Company. This company furnishes a 
complete financial service. The Standard Corporation Records 
service now includes both stock and bond material. The service 
contains a card file for important companies. Less important 
companies are referred to in the Standard Corporation Records, 
which consists of loose-leaf files. For each company listed in the 
card file an annual report card and a current information card 
are included. The report card presents the current income ac- 
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count and balance sheet for the corporation, as well as reports for 
past years. In many cases a ten-year analysis is given. The 
bulletin contains the most recent available information and a 
resume of the position and prospects of the company. Cards and 
corporation record sheets are kept up to date by means of daily 
news sheets. Informatiqjr regarding unlisted and local securi- 
ties and a daily and weekly dividend sheet are also included in 
the news section. 

Other services furnished by the Standard Statistics Company 
include the Trade and Securities Service, the Standard Facts and 
Forecasts, the Standard Service on Railways, and the Standard 
Bond Investment Service. The Trade and Securities Service 
consists of: (1) business prospects; (2) special supplements ; (3) 
earnings bulletin; (4) statistical bulletin; (5) sales; (6) credit 
prospects; and (7) analyses by industries. Standard Facts and 
Forecasts consists of a running analysis of the market, as well as 
up-to-date analyses of particular companies, 

Moody’s Investors Service. One of the older investment serv- 
ices, widely used by investors, is published by this company. 
The best-known part of the service consists of Moody’s 
Manual of Investments, published annually in five volumes: 
“Governments and Municipals,” “Industrials,” “Public Utili- 
ties,” “Railroads,” and '“Banks, Finance, and Insurance Com- 
panies.” These volumes contain not only analyses of the finan- 
cial statements of an extensive list of corporations and full in- 
formation regarding the terms of their various securities, but also 
definite ratings on most bonds. The ratings extend from Aaa, 
which is the highest, to C, which is the lowest.^^ The system of 
ratings is explained in the first part of each volume. The vari- 
ous volumes are supplemented by a semiweekly service, which 
gives current financial news and reports appea,ring between 
annual publication dates. 

In addition to the service just referred to, there is Moody’s 
Stock Survey and Bond Survey (both weekly), which give opin- 
ions on security market trends, review individual issues, and 
make recommendations for purbhases, sales, and exchanges. 
Other services include Moody’s Daily Call Service, a complete 
record 'of called securities; and Moody’s Dividend Record, a 
weekly cumulative feature. Moody’s Bond Record is a semi- 

“ For a discussion of the merits of ratings, see Harold, Gilbert, Bond Ratings as 
an Investment Gxdde, (New York; Honald Press Co., 193S). 
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monthly feature, covering’ a very substantial list of bonds, with 
ratings, essential statistical data, price quotations, and the loca- 
tion of their market. Moody’s also offers investment counsel 
service to individuals, institutions, and estates. 

Poor’s Publishing CompanyP The most widely-used service 
of this company. Poor’s Manual, contains four sections : “Public 
Utility Section,” “Industrial Section,”' “Railroad Section,” and 
“Government and Municipal Section.” The last volume in- 
cludes banks and financial and miscellaneous companies. The 
volumes are published annually and contain excellent historical 
and financial reports of a wide range of securities, listed and 
unlisted. 

Poor’s Ratings likewise are published annually, but are supple- 
mented by monthly reports. The order of rating is indicated by 
the following symbols: A***, A**, A*, A, B**, B*, B, C**, C*, 
C, and so on. 

The Daily Corporation News service contains all kinds of re- 
ports and financial news that are cumulated and reprinted in 
alphabetical form each quarter year. Under each corporate 
name the news items are arranged chronologically. There are 
also two services. Daily Called Bond and Sinking Fund Service 
and Dividend Service, which are cumulated semimonthly. A 
weekly business and investment letter reviews the market and 
general business conditions relative to security prices, and gives 
Poor’s daily financial comments on important news. 

Poor’s Investment Advisory Service is priinarily concerned 
with stocks and with the general economic conditions that affect 
them. A portfolio of recommended stocks is followed and dis- 
cussed in this section. The Bond Advisory Service performs a 
similar function for bonds and provides current information on 
three bond portfolios, of investment, of business man’s mvest- 
ment, and of speculative, quality. Other publications are Poor s 
Insurance Companies’ Purchases and Sales, which reports an- 
nually on the buying and selling activities of over eight hundred 
insurance companies and fraternal organizations; Poors Insur- 
ance Company Holdings by Securities, which gives the names of 
those companies that own various securities; and Poor s Register 
of Directors, an annual directory of corporation directors. 


”lt is annoimoea currently (1941) that Poor’s and Standard Statistics (Company 
are merging to form Standard & Poor’s Corporation. It is reported that their 
publications will continue substantially unchanged. 
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The Fitch Publishing Company, Inc, The services published 
by this company include; 

(1) The Fitch Bond Book, in which are contained statistical 
descriptions of railroad, public utility, industrial, real estate, 
Federal, and foreign government external bonds. Each bond is 
rated according to the Fitch system, which comprises four prin- 
cipal groups: A, B, C, D. Each group has three subdivisions, 
such as AAA, AA, A, indicating the position of the bond within 
the group. 

(2) The Pitch Statistical Service consists of (a) Corporation 
Manuals, covering stocks and bonds and continuously revised, 
(b) Daily News, Earnings and Descriptions, (c) Daily Dividend 
Section, Daily Redemption Section, and (d) the Trade Industry 
and Security Service. Portions of the Service may be purchased 
separately. 

(3) The Fitch Individual Bulletin Services covers individual 
companies and contains both factual material and an opinion of 
company outlook and of the investment merit of the securities. 
Both listed and unlisted securities are included, . 

(4) The Pitch Weekly Bond Record is a bond quotation fea- 
ture, which presents not only recent price records but also brief 
statistical data. A review is also included giving recommenda- 
tions, groupings of bonds by industries, defaulted bonds, interest 
prospects of weak issues, quotations for inactive issues, and spe- 
cial items of interest. Special reports are available on impor- 
tant individual bonds. 

(5) Other services are the Fitch Daily Market Reports and 
the Pitch Stock Record. The Pitch Supervisory Service is a per- 
sonalized counsel service to meet the individual requirements of 
private and institutional investors. 

Dun & Bradstreet, Inc. This company is generally known for 
its commercial credit information service, but it also offers in- 
formation on municipalities, either as individual reports or, more 
usually, as a service on one of the following bases : 

1. Reports on any cities, counties, or states that come into the 
market with an issue in the amount of $250,000 or over. 

2. A selection of a varying number of reports based upon the 
needs of and the price the customer wishes to pay. Such reports 
are to be drawn from a list that includes cities with a population 
of 50,000 and over, counties with a population of 150,000 and 
over, the 40 borrowing states, and 10 special districts whose 
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bonds are widely held, a total of 300 governmental units. The 
. reports on this list are covered twice a year. 

3. Reports on a list of 85 New Jersey cities and counties. A 
similar service for the State of Pennsylvania, covering each year 
162 borrowing units including cities, counties, townships, bor- 
oughs, school districts, and the state. 

White & Kemble. The atlas published by this company, 
White & Kemble Atlas and Digest of Railroad Mortgages, con- 
tains a separate map for each of the more important American 
railroads, on which are shown the route of the railway and the 
various mortgage liens on the different sections of the road. Suc- 
cessive mortgages are indicated by colored symbols. Each mort- 
gage, is assigned a number on the map, and in the accompanying 
digest are given the principal features of the mortgage. 

H. H. Copeland and Son. The Copeland Freight Density 
Service shows on a comparable basis the traffic support of the 
several bond issues- of each important railroad. Traffic (freight 
tonnage) is reduced over each section of railroad to a “ton miles 
per dollar of funded debt” figure. Density maps are prepared 
from such figures for each road, which are supplemented by 
mortgage tables, statements of traffic interchanged, and other 
data. 

Miscellaneous sources. In special fields of finance there are 
publications of a more restricted nature. Thus the Mines Reg- 
ister is a manual of the mining industry of the world, published 
at irregular intervals, the latest volume (XX) appearing in 
1940.^^ Statistics are given showing the production of principal 
metals, reports on individual companies, and a list of obsolete 
mining securities. Best’s Insurance Reports contains excellent 
financial data on insurance companies. It is published annually 
in three parts; (1) “Life”; (2) “Casualty, Surety, and Miscel- 
laneous”; (3) “Eire and Marine.” The Railway Age, the 
Transit Journal, the Iron Age, the Public Utilities Fortnightly , 
and the Electrical World each contains valuable investment in- 
formation for the industry represented. The Annual Report of 
the Council of Foreign Bondholders, issued by the Corporation of 
Foreign Bondholders, London, England, and the Bulletins of the 
Institute of International Finance of New York University con- 
tain excellent information concerning foreign issues. 

“ Atlas Publishing Co., Inc., New York, N. Y. 

“Alfred M. Best Co., New York. 
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Effects of Taxation on Investnnent 
Policies 


Method of appro'ach. No text on investnaents would be 
complete without some reference to taxation as it is related to 
the investment problem. One has the choice here of several 
methods of approach. From a practical standpoint, the investor 
is interested in the effect of various taxes on the net yield of 
different types of securities, as well as the amount of trouble 
involved in paying taxes on the principal or income of the in- 
vestment. The economist is interested essentially in the inci- 
dence of taxation and the economic effects thereof on production, 
consumption, and saving. The lawyer, on the other hand, is in- 
terested primarily in the legal aspects of taxation. 

It will be impossible for us in the space that can properly be 
allotted here to discuss the question of taxation from all these 
viewpoints. Consequently, we shall attempt only a brief outline 
of the entire subject of taxation, with special reference to the 
problems that arise in the investor's practical work of making 
commitments and managing the investment. 

Classification of taxes. From the standpoint of the investor, 
taxes may be classified in one of two ways: (1) on the basis of 
the taxing authority; (2) on the basis of the person who pay? 
the tax. The taxing authority may be either a foreign govern- 
ment, the Federal Government, a state, or a local division of a 
state. The tax may be incurred by the investor himself, because 
of his ownership of a security or of property, or it may be in- 
curred by a corporation or other entity that owns the property, 
782 
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the income from which is the source of the investor’s income. 

Foreign taxes. Where income is derived from a foreign busi- 
ness or from foreign property, the country in which the business 
or property is located may tax the income. The subject is too 
complicated to be treated here at length. In the case of securi- 
ties, the tax position of an investment ordinarily can be learned 
from the house through which the securities were issued. Gen- 
erally, securities originating in foreign countries are brought out 
in such a way that foreign taxes will not be incurred by the 
American holder.^ In view of current disturbed conditions the 
matter of taxation should be watched closely. 

Federal taxes. Investors are interested in four forms of Fed- 
eral taxes: 

1. The ibcome tax. 

2. The estate tax. 

3. The gift tax. 

4. The stock transfer tax. 

These taxes will be discussed briefly in the following pages. 

State and local taxes. State taxes in which the investor, as 
such, is interested, include income taxes, inheritance and estate 
taxes, gift taxes, stock transfer taxes, and the general property 
tax. 

Federal income tax. The Federal income tax is a progressive 
or graduated, tax; that is, the tax becomes heavier as the tax- 
payer’s income increases. Such graduation is based on the eco- 
nomic theory that one’s ability to pay increases at a more rapid 
rate than one’s income. The present Federal income tax dates 
back to the year 1913 and was made possible by the passage of 
the Sixteenth' Amendment to the Federal Constitution, which 
gives the Federal Government the right to levy and to collect 
income taxes without reference to its apportionment among the 
different states on the basis of their population. 

For the first few years during which the present series of in- 

' In the case of Canadian securities, no Dominion ta.T is levied upon bonds pay- 
able in United States cuiTency, even if the holder collects in Canadian currency. 
American, holders of Canadian bonds (other than government issues) payable in 
Dominion. cvUTency, however, are subject to the Dominion income tax, which is 
deducted at the source. The only other foreign taxes imposed on American 
citizens owning Canadian securities are the succession duties of the various prov- 
inces. However, even the succession duty is not imposed in the case of securities 
of companies chartered under the Dominion law (as contrasted with tho^ 
chartered under the laws of the provinces) where such securities are transfeiTed in 
the United .States. See Prentice-Hall Inheritance and Transfer Tax Service. 
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coipe taxes were in force, the rates of taxation were moderate and 
the effects on investment holdings — including even those of the 
receivers of large incomes — ^were not pronounced. As far back as 
1913, however, we find the distinction made between normal 
taxes and surtaxes. With the entrance of America into the first 
World War, both normal rates and surtaxes were raised because 
of the greatly increased' needs of the Government for more 
revenue. Although rates were reduced somewhat during the 
decade following the close of the war, they were never lowered 
to the level in effect prior to 1917. Furthermore, first as a result 
of the falling off of revenues caused by the second post-war de- 
pression, and then as a result of the national defense program 
inaugurated m 1940, rates were again substantially increased, 
beginning with the 1932 act, so that at present (1941) they are 
higher than they were at any time in the past. 

Rates under the present act. The Internal Revenue Code (as 
amended by the Revenue Acts of 1939 and 1940 and the Second 
Revenue Act of 1940) imposes three separate taxes on the in- ' 
comes of individuals: 

1. The normal tax of 4 per cent on net income in excess of 
credits, 

2. A surtax, graduated from 4 per cent to 75 per cent, on “sur- 
tax net income” over $4,000. Surtax net income consists of net 
income less surtax credits. 

3. A “defense tax,” imposed for the years 1940 to 1944, in- 
clusive, of 10 per cent of the sum of the normal tax and surtax, 
without regard to credits for foreign taxes or taxes withheld at 
the source. An exception, applicable only to very large incomes, 
provides that the defense tax may not exceed 10 per cent of the 
amount by which the net income exceeds the tax computed with- 
out regard to the defense tax. 

Credits. The law allows the following credits to be deducted 
from net income before the tax is computed : 

1. For purpose's of the normal tax: 

(а) Personal exemptions of $2,000 to married persons or 

heads of families, plus $400 for each eligible dependent. 

Single persons and estates are allowed an exemption of $800. 

A trust, in lieu of an exemption, is allowed a credit of $100 

against net income. 

(б) Interest oh certain obligations of the United States, its 
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iiistruuientalities, and corporations created by act of Congress. 

(c) A credit equivalent to 10 per cent of “earned income” 
or 10 per cent of net income, whichever is lower. Earned in- 
come consists of any compensation received for personal serv- 
ices which has been included in gross income, except that all 
income of less than $3,000 a year, whether earned or not, is 
considered earned, and no income in excess of $14,000 a year 
may be classed as earned. 

2. For purposes of the surtax, only the personal exemptions 
and credit for dependents may be deducted from net income 
before the tax is computed. 

Credits against net income should be distinguished from de- 
ductions. The former are allowed in order to impose the burden 
of the tax on the well-to-do ; the latter are allowed in order to 
measure “net income,” on which the tax is imposed. 

The tax for married and unmarried persons with incomes of 
various amounts can quickly be determined from the table on 
page 786.' . , . , 

What income is taxed. In general, income is the gam derived 
from capital, from labor, or from both combined, including profits 
gained through a sale or through a conversion of capital assets. 

All income of citizens or residents of the United States, irre- 
spective of the source from which it is derived, is subject to_ tax. 
Income of nonresident aliens (that is, persons who are neither 
citizens nor residents) derived from sources within the United 
States is also subject to tax. To this general rule, however, 
there are certain exceptions. For example, the Federal Consti- 
tutioii, as interpreted by the courts, forbids the United States 
to impose any burden on the states or their instrumentalities. 
Under this rule, it has been considered that interest on bonds is- 
sued by the states and their municipalities is entirely exempt 
from the Federal income tax. However, some of the other limi- 
tations, formerly considered to be imposed by the Constitution, 
are being abandoned. Thus, in 1939 Congress hnposed the Fed- 
eral income tax on. compensation of of&cers and employees of the 
states and their political subdivisions. Prior to that time, such 
a tax was widely considered unconstitutional, but the courts had 
begun to relax the rule, and Congress took advantage of this to 
impose the tax. ' A similar change may take place with respect 
to state and municipal bond interest. 

Other statutory exclusions from income are: (1) proceeds ol 



786 EFFECTS OF TAXATION ON INVESTMENT POLICIES 


life insui’ance paid because of the death of an insured person (but 
income from such proceeds is taxable) ; (2) an amount received 
as a gift, bequest, or devise; (3) to a limited extent, the proceeds 
of endowment and annuity contracts; (4) with certain excep- 
tions, interest received on the obligations of the United States 
Government; and (5) compensation for injuries or sickness, 
whether received as damages or as insurance. 

BATES AND AMOUNTS OE TAX ON INDIVIDUALS FOR TAXABLE 
YEARS BEGINNING AFTER DECEMBER 31, 1039 
SiNai.B I>BK80N I I Mabbibd Fbssos 

Personal Exemption $800 I j Personal Exemption $2,000 
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Other exclusions from gross income arise from various pro- 
visions of the act. For example, distributions made by a trust, 
where the tax on such income has been paid by the trust, is not 
again subject to tax in the hands of the beneficiary. Likewise, 
the taxing act specifies that in certain mstances income of one 
person is to be deemed that of another. Thus the tax on the 
income of a trust under which the grantor retains a right of 
revocation must be paid by the grantor, and not by the recipient 
of the income. Again, where a person assigns his right to re- 
muneration for services to a third party, the assignor is taxed for 
the income in the same manner as though the assignment had 
not been executed. 

In contrast with the exclusions from gross income are the de- 
ductions that may be taken in arriving at net income. Only the 
’net income of a taxpayer is taxable. In general, the deductions 
consist of all items that may be classified as business, rather 
than personal, expenses. Interest, however, is deductible, with 
some minor exceptions, regardless of whether the debt upon which 
it is paid was incurred in a personal or a business capacity. 
Other important deductions include losses to the extent allowed 
by the statute, and taxes paid or accrued within the taxable year, 
except Federal income and profit taxes, income and profit taxes 
imposed by a foreign country, death duties and gift taxes, and 
such taxes assessed for local benefit as tend to increase the value 
of the property against which they are assessed. 

Capital gains and losses. Investors are particularly interested 
in that part of the statute which refers to capital gains and 
losses, inasmuch as gains or losses on the sale or exchange of 
capital assets may materially change the amount of tax that 
would otherwise be due. 

Capital assets include all property held by the taxpayer 
(whether or not connected with his business) except (1) stock in 
trade, or other property held primarily for sale to customers in 
the ordinary course of trade, and (2) property used in the tax- 
payer's business which is subject to depreciation for income tax 
purposes. For most investors, the rule means that shares of 
stock, bonds, and land are capital assets. 

Capital assets are either "long-term assets” (property held for 
more than 18 months) or “short-term assets” (property held not 
more than 18 months). The extent to which capital gains pe 
taxable and capital losses deductible is shown by the following 
table : 
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Short Term 

j Long Term 

Period for which assets 
are held 

18 months or less 

18 to 24 
months 

More than 

24 months 

Percentage of gain or loss 
taken into account 

100% 

66^% 

60% 

Net Gain' 

Taxed ®s other income 

Taxed as other income* 

Net Lors^ I 

Not deductible^ j 

Deductible from any income® 


1 "Net ehoi't-term capital gatn” ia exceas of ahort-term game over short-term losaea. "Net long- 
term capital gam” ia excess of long-term gams over long-term losses, after applying to each the per- 
lentage (06?.^% or 50%) appheable to the period held. 

2 Whole losaea exceed gaina, the reault, computed as in Note 1, is a “Not short-term capital loss” 

11 a "Net long-term capital loss.” 

Although a net short-term capital loss is not deductible in the year sustained, it is allowable (in 
in amount not exceeding the net income of the taxable year) as a short-term capital loss (deductible 
Tom short-term capital gains) in the succeeding year , 

* Net long-term gain is taxed as other income where the surtax net income (including the net long- 
erm capital gain) is $14,000 or less. In other eases on “alternative method” may apply. This 
nethod has the effect of limiting the tax on the not long-term gain to 30%. 

t A net long-term capital loss can be used to offset other income entirely, so that no tax is •payable. 
lucli loss is taken as an ordinary deduction where the surtax net income (before deducting the loss) 
s $44,000 or less In other oases, the "olternative method" may apply. This method has the effect 
>f limiting the reduction in tax to 30% of the loss. 

In view of the significance, in the determination of the tax on 
a capital gain, of the length of time an asset has been held, it 
may be very important to distinguish between different certifi- 
cates of the same issue of securities that were acquired at differ- 
ent times and at different prices. The general rule is that when 
shares of stock are sold from lots purchased at different dates or 
at different prices and the identity of the lots cannot be deter- 
mined, the stock sold shall be charged against the earliest pur- 
chases of such stock. The inference is, of course, that if the stock 
can be identified, the taxpayer has the right to sell any shares 
that he chooses, and that the basis of such shares is to be used 
for determining gain or loss on the sale, regardless of the fact that 
he may retain other stock, which if sold, would result in a greater 
gain or a smaller loss. 

The general rule stated above is known as the “first in, first 
out” rule. It may be applied either for or against the taxpayer. 
For example, if the first purchase of stock happens to be the one 
made at the highest price, and the taxpayer desires to realize 
the smallest gain or the greatest loss, it would be to his advantage 
to permit this rule to operate rather than to identify the par- 
ticular stock sold. On the other hand, if the first purchase hap- 
pened to be the one made at the lowest price, this rule would 
work to the taxpayer’s disadvantage, and it would be advisable 
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for him to identify the particular stock sold as being that pur- 
chased at the highest price. 

Where stock is registered in the taxpayer’s name as purchased; 
iden tification consists of keeping a record of the number of each 
certificate representing a purchase on a certain date at a certain 
price, and of delivery, in making a sale, the certificate represent- 
ing the cost which the taxpayer desires to use. For example, if 
a taxpayer has certificate ^1, representing a purchase of 100 
shares for $5,000, and certificate :fp2, representing a purchase of 
100 shares for $6,000, gain or loss on a sale of 100 shares consum- 
mated through the delivery of the certificate #2 will be based 
on the cost of $6,000. 

Obviously, difficulty can ordinarily be avoided by keeping a 
careful record of shares (according to the date of purchase), and 
being sure to deliver the certificate which conforms to the tax- 
payer’s intention. 

Nontaxable exchanges. The statute provides that certain 
exchanges shall not be subject to taxation. Such exchanges in- 
clude exchanges of: (1) property held for productive use or in- 
vestment for property of a like kind; (2) stock for stock of the 
same class of the same corporation; (3) stock or securities for 
other stock or securities pursuant to a plan of reorganization, 
where the property received consists solely of stock or securities 
in a corporation which is a party to the reorganization; (4) prop- 
erty for stock or securities by a corporation in pursuance of a plan 
of reorganization, where the property received consists solely of 
stock or securities in another corporation, a party to the reorgani- 
zation; (5) property for stock or securities of a corporation, 
where, immediately after the transfer, the transferor or trans- 
ferors of the property are in control of the corporation, "control” 
being defined as an 80 per cent ownership; and (6) property in 
connection with an involuntary, conversion. Where cash is re- 
ceived in addition to property, the gain, if any, may be recognized 
to the extent of the cash. 

Tlie term "reorganization” means; (1) a statutory merger or 
consolidation; or (2) the acquisition by one corporation, in ex- 
change 'solely for all or part of its voting stock, of at least 80 
per cent of the voting stock and at least 80 per cent of the total 
nmpber of shares of all other classes of stock of another corpora- 
tion, or of substantially all the properties of another corporation ; 
or (3) a transfer, by a corpor,atjon of all or part of its assets to 
another corporation if immediately after the transfer the trans- 
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feror or its stockholders or both are in control of the corporation 
to which the assets are transferred, “control,” in this connection, 
meaning the ownership of stock possessing at least 80 per cent of 
the total voting power and at least 80 per cent of the total number 
of shares of all other classes of stock; or (4) a recapitalization; 
or (5) a mere change in identity, form, or place of organization, 
however effected. # 

Stock dividends and rights. A stock dividend is considered 
income, and consequently taxable, if it gives the stockholder an 
interest different from that which his former stockholdings rep- 
resented. Thus a dividend of preferred stock on common stock 
would be considered taxable income, while a dividend of common 
on common of precisely the same character would be nontaxable. 
With a nontaxable stock dividend, however, the stockholder may 
be subject to tax on the gain resulting from the sale of his stock- 
holdings, including the stock received as a dividend. 

Stock rights, as well as stock dividends, may constitute taxable 
income. According to the weight of authority, all stock rights, 
except those given to a corporation's common stockholders to 
purchase more common stock, are taxable. Sale of nontaxable 
stock rights may result in a taxable gain. 

Federal taxation of corporate incomes. For purposes of 
taxation, a corporation may be regarded as a mere “conduit” 
through which income passes to natural persons, or as a separate 
taxable entity. ' Despite the fact that the first view, which treats 
corporations as conduits and would render taxable only their un- 
distributed net income, is admittedly the more just, the Federal 
Government, for fiscal and administrative reasons, has always 
treated corporations as persons, and taxed them accordingly. 
Since the corporate tax is several times as great as the individual 
normal, tax, discrimination is shown against shareholders of cor- 
porations. Furthermore, persons who have moderate incomes 
consisting entirely of dividends are subjected to a further injus- 
tice, since their income is taxed before they receive it, not only 
at a higher rate than is imposed on income received from other 
sources, but also without the allowance of any exemptions to 
which they would be entitled -if such dividends had been direct 
personal income. 

Under the Internal Revenue Code, as amended by the two 
Acts of 1940 and the Excess Profits Tax Amendments of 1941, an 
ordinary domestic corporation is subjected to four different kinds 
of income taxes: the normal income tax, properly known simply 
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as the “corporation income tax”, the capital stock tax, the de- 
clared value excess profits tax, and the excess profits tax. In ad- 
dition, a “defense tax” of 10 per cent is in effect for the years 
1940 to 1944, inclusive. 

The normal tax is based on the net income of the corporation 
at rates shown in the following table; 

INCOME TAX ON CORPORATIONS 



Basis 

Rate^ 

Normal tax on corporations 
with normal-tax net in- 
come of $26,000 or less 

Normal-tax 
net income 

Up to $5,000 14.86% 

$5,000 $742.50 plus 16.5% of 

to amount over $5,000 

20,000 

$20,000 $3,217.60 plus 18.7% of 

to amount over $20,000 

25,000 

$26,000 $4,162,50 

Normal tax on corporations 
with normal-tax net in- 
come of 126,000 to .$31,- 
964.30 

Normal-tax 
net income 

$26,000 $4,152.50 plus 38.3% of 

to amount over $25,000 

31,964.30 

Normal tax on corporations 
with normal-tax net in- 
come of 131,904.30 to 
$38,565.89 

Normal-tax 
net income 

$31,964.30 84,250 plus 36.9% of 

to amount over $26,000 

38,565.89 

Normal tax on corporations 
with normal-ta.x net in- 
come of more than $38,- 
565.89 

Normal-tax 
net income 

Over 24% 

$38,566.89 




The graduated corporate income tax has been attacked by 
practically all economists as an inequitable method of taxation. 
The size of the corporate income has no relation to its recipient’s 
(the shareholder’s) ability to pay. A large corporation is usually 
owned by many persons with small incomes; a small or moderate- 
sized corporation. On the other hand, may be owned by a single 
wealthy individual. A small close corporation may reduce taxes 
by disbursing substantial amounts as executive salaries, which 
would otherwise appear as corporate profits. Moreover, such a 
tax discriminates between corporations engaged in different lines 
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of endeavor, as well as between similar concerns located in differ- 
ent communities. For technological reasons, automobiles, for 
example, can be produced more efficiently by a giant concern, 
but a firm manufacturing men’s clothing is probably most suc- 
cessful when it is small, Again, a great city daily must have an 
immense capital investment, while a newspaper situated in an 
agrarian community must be moderately capitalized if it is to 
prosper. 

Another way the law discriminates against corporate owners of 
stock is in the provision whereby corporations are permitted to 
deduct only 86 per cent of the amount of dividends received from 
other taxable corporations. 

In addition to the graduated tax on net income, corporations 
may be subject to the following related taxes: 

1. A capital stock tax at the rate of $1.10 for each $1,000 of 
the “adjusted declared value” of the capital stock. This rate in- 
cludes the 10% “defense tax” increase in effect for the year end- 
ing June 30, 1940 and fdr the four succeeding years ending June 
'30. The adjusted declared value is defined as any amount that 
the corporation deemed it advantageous to declare in its first 
return under the act, modified by subsequent bona fide changes in 
its capital structure, 

2. A “declared value excess profits tax” (not to be confused 
with the excess profits tax described below) , equivalent to 6 per 
cent of the corporate net income (as returned for the graduated 
net income tax, but less the amount of such tax) that is in excess 
of 10 per cent, although not in excess of 15 per pent, of the ad- 
justed declared value of the capital stock as returned for pur- 
poses of the capital stock tax, in addition to 12 per cent of the 
corporate net income in excess of 16 per cent of such adjusted 
declared value. This tax is levied partly as a punitive measure 
to discourage’ the declaration of too low a value for purposes of 
the capital stock tax. 

3. An excess profits tax, which may be levied on all corpora- 
tions, except those specifically exempt, for taxable years begin- 
ning after December 31, 1939. The exemptions need not be con- 
sidered here, as they are of little interest to the average investor. 

Every coiporation Subject to the tax must compute its “excess 
profits net income” in accordance with the formula mentioned 
below for the computation of income under the “invested capital 
method,” and if the result is greater than $5,000 it must file an 
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excess projEts tax return; In that case, most corporations have 
an option of paying the tax computed one of two ways, the “aver- 
age earnings method” or the “invested capital method.” The 
theory is that, if the earnings of a corporation for the taxable year 
are greater by more' than $5,000 than either the average earnings 
of the corporation from 1936 through 1939, or 8% of its invested 
capital, then it must pay an excess profits tax. The computa- 
tion is not so simple as this would indicate, because the income 
during the taxable year and the income during the years 1936- 
1939 are both adjusted for the excess profits tax computation, 
and because the determination of “invested capital” is a difficult 
and intricate procedure. 

The normal tax net income (i.e. the income upon which the 
normal corporation income tax is paid) for the taxable year is 
adjusted to produce the “excess profits net income.” In general, 
the adjustments required to be made are intended to exclude 
extraordinary or unusual items of income, so that a corporation 
will not be required to pay an excess profits tax on anything ex- 
cept what is actually excess profit. The adjustments differ for 
the use of the two methods of computing the tax mentioned 
above, but there are many items of adjustment common to both. 
For example, the following items are deducted from the normal 
tax net income, regardless of which method of computation is 
used: income taxes paid to the Federal Government, recoveries of 
bad debts for which a deduction has been taken in a previous 
year, and refunds of taxes paid under the unconstitutional Agri- 
cultural Adjustment Act. Long-term capital gains and losses 
and gains from the sale of depreciable property held over 18 
months are also excluded. This list of deductions and exclusions 
is not exhaustive, but will serve to illustrate the purpose of the 
adjustment of income. 

To many corporations, the most important adjustment is that 
permitted under a provision of the law providing for a reduction 
of excess profits net income for any type of abnormal income 
which is properly attributable to past or future taxable years. 
Although there are technical and involved limitations to this 
right of reduction which cannot be considered here, the language 
of the law is very broad and will unquestionably cover many types 

of income. • ■ u r 

Against this excess profits net income is applied a credit of 
either 95% of the average yearly earnings in the base period 
(1936-1939) or 8% of the invested capital. In either case, there 
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is an additional specific exemption of $5,000. Further, any "un- 
used excess profits tax credits in one year may be carried over to 
the two succeeding years. 

If the average earnings method is used, the income for each 
of the years in the base period must be adjusted in substantially 
the same way as the income for the taxable year is adjusted. 
The adjustments are not identical, but the purpose is the same: 
to apply, as the credit, 95 per cent of the yearly average ordinary, 
normal income for the period. If this method is used, there is a 
further credit of a percentage of capital added during the taxable 
year, or a deduction from the credit for capital reductions during 
the taxable year. 

Just as there is provision for adjustment in case of abnormal in- 
come in the taxable year, there is provision for abnormalities dur- 
ing the base period years. , Thus any abnormal deduction, sub- 
ject to certain technical limitations, may be restored to the base 
period net income. The result, of course, is to increase the aver- 
age for the period and, hence, the credit. 

Further adjustments are permitted where the business engaged 
in during one or more of the base period years was different from 
the business engaged in at the beginning of 1940, or where normal 
operations during one or more years of the base period were in- 
terrupted or diminished by reason of abnormal events such as 
strikes, floods, or fires. 

To prevent an inequitable burden upon corporations whose in- 
comes were small at the beginning of the base period and in- 
creased rapidly during that period, there is provided a special 
method of computing the "average income" where the net income 
for the last half of the base period exceeds the net income for the 
fjrst half of that period. This provision is particularly favorable 
to the rapidly growing corporation. 

If the “invested capital method” is used, the invested capital 
must be computed according to the requirements of the layr. It 
is the sum of “equity invested capital” plus one half the “bor- 
rowed capital.” Equity invested capital is generally the sum of 
money and property paid in for stock or as contributions to 
capital, stock distributions when they represent earnings and 
profits made in prior years, and the accumulated earnings and 
profits at the beginning of the taxable year, less the sum of 
distributions not out of earnings and profits. “Borrowed capi- 
tal,” in most cases, is the principal amount of the corporation’s 
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indebtedness evidenced by formal instruments, such as bonds and 
promissory notes. 

The following summarizes the methods of computing the tax: 

“AVEEAGE EAENINGS METHOD” 

Excess profits net income (normal-tax net income, adjusted) 
less 

95% of average base period (adjusted) net income, plus 
8% of capital additions during the year, or minus 
6% of capital reductions during the taxable year; and a 
$5,000 specific exemption 

equals 

the “adjusted excess profits net income”, to which the rates, given below, 
are applied. 

“INVESTED CAPITAL METHOD” 

Excess profits net income (normal tax net income, adjusted, but not 
necessarily the same as the excess profits tax net income computed under 
the average earnings method) 

less 

8% of invested capital (as defined by the law), plus 
$5,000 specific exemption 

equals 

the "adjusted excess profits net income” to which the rates are applied. 
The rates of the excess profits tax are as follows: 



Adjusted Excess Profits 

Rate of 


Net Income 

Tax 

Pirst 

$20,000 

25% 


30,000 



50,000 

35% 


150,000 

40%, 


250,000 

45% 

over 

500,000 

60% 


This very brief outline cannot attempt to cover all the intrica- 
cies of the excess profits law. There are many provisions in 
'egard to reorganizations, special tjrpes of corporations, corpora- 
tions which were not in existence during the years 1936-1939, 
cr which had deficit years during that period, and innumerable 
ether matters, which cannot be treated here. 

4. A surtax on the adjusted net income of every corporation 
(other than a personal holding company) that is formed or em- 
ployed for the purpose of preventing the imposition of the surtax 
rpon shareholders through the medium of permitting gains and 
orofilis to accumulate instead of being divided or distributed. 
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This levy is 25% on the first $100,000 of such income, and 36% 
of all over $100,000. In addition, for the years 1940 to 1946, this 
tax is increased by 10% of its amount by the “defense tax.” 
However, since the tax authorities must prove that a corporation 
has improperly accumulated surplus in order to impose this tax, 
it is levied in relatively few instances. 

5. A surtax on personal holding companies^ at the rate of 65% 
of the first $2000, and 75% of all in excess of $2,000 of a specially 
defined “undistributed income”.® In addition, a special “defense 
tax” of 10% of the tax computed at the above rates is imposed 
for the years 1940-1945. 

The effect of income taxes on security yields. Bonds of state 
and local governments and obligations have, up to the present, 
been entirely exempt from the Federal income tax but, as sug- 
gested above, may be made taxable in the near future. Similarly, 
all obligations of the United States have been fully exempt, save 
for Treasury and Savings bonds held in excess of $6,000 principal 
amount. Amounts in excess of $5,000 were exempt from the nor- 
mal tax. However, the Treasury issued some taxable obligations 
in late 1940 and aU issues, including those of Government instru- 
mentalities, brought out on or after March 1, 1941, have been 
made subject to all Federal income taxes by statute. The Public 
Debt Act of 1941 provides that both guaranteed and unguaran- 
teed obligations of Federal Government instrumentalities and 
agencies issued on or after March 1, 1941, shall be subject to all 
Federal income taxes, save for two minor exceptions — certain 
obligations of the Federal Housing Administration and of the 
United States Maritime Commission. 

® A personal holding company is defined as any corporation 80 per cent of the 
gross income of which is derived from royalties, dividends, interest, annuities, and 
gains from the sale of stock or securities: and more than 60 per cent in value of the 
outstanding stock of which is owned directly or indirectly by not more than five 
individuals. In computing the number of stockholders, however, all members of 
a family in a direct line, as well as the spouse, brothers, sisters, and partners are 
counted as one person. 

Prior to 1934 personal holding companies had frequently been used by individu- 
als to decrease their liability for Federal income taxes. An individual would form 
a corporation and acquire its stock in exchange for his personal income-producing 
property. The corporation would then pay a corporate tax on the income received, 
but no surtax would be paid by the individual if the income were not distributed. 
A saving in taxes was therefore possible. The tax on holding companies is a punitive 
measure to discourage the organization and maintenance of such corporations. 

° This “undistributed income” is defined at length by the law. Essentially, how- 
ever, the term means the net income, plus dividends received from othef corpora- 
tions, less the ordinary Federal income tax, and less certain contributions and 
losses not deductible for purposes of the ordinary income tax. 



, EFFECTS OF TAXATION ON INVESTMENT POLICIES 797 

The existence of securities the income from which is totally 
or partially exempt from income taxes may influence the invest- 
ment policy of the investor with a large income. Let us consider 
the case of a married person whose taxable income is $50,000. 
If he IS to consider the purchase of non-tax-exempt bonds, the 
return from which will raise his present income to, say, $55,000. 
the yield thereon will have to be sufficifent to give a return equal 
to that on tax-exempt issues plus the amount of tax he will be 
required to pay. Otherwise, it would be more profitable for him 
to purchase tax-exempt securities. For example, where the in- 
vestor is already receiving |50j000 per year, the tax on an addi- 
tional income of $5,000 will be 48 per cent (4 per cent normal 
tax plus 44 per cent surtax). Consequently a 6 per cent fully 
taxable bond will net such an investor only 3.12 per cent after 
the payment of the Federal income tax; a 4 per cent United 
States Treasury bond (which is exempt only as to normal tax, 
except that a principal amount not in excess of $5,000 is fully 
exempt) will net him 2.24 per cent; while a fully exempt security 
(such as a state or municipal bond) yielding 4 per cent will net 
him the full 4 per cent. The figure on page 798 shows compara- 
tive returns of taxable and noii-taxable securities. 

Some taxable bonds contain a so-called tax-free covenant 
wherein the debtor agrees to pay a certain portion of any tax 
levied upon the income of the instrument. Such payments are 
usually limited to a tax up to 2 per cent. When he collects such 
interest, the investor files an ownership certificate, which informs 
the debtor of the amount of tax to be paid, if any. Such amounts 
paid' upon the investor’s Federal income tax are collected directly 
by the Government on the basis of the declarations in the owner- 
ship certificates. When the investor makes out his tax return, he 
reports the interest as taxable income, but in computing his net 
tax liability he takes credit for these payments made in his 
behalf. 

The effect of high income taxes on corporate dividend poli- 
cies. Whenever the common stock is held by wealthy individu- 
als who are in a position to influence dividend policy, the effect 
of heavy surtaxes upon the incomes of individuals is to encourage 
the reinvestment of corporate surpluses in the business rather 
than their distribution as dividends. This practice is based on 
the hope that taxes will be reduced and on the desire to delay 
ultimate payment until they are reduced. Such delay may take 
the form of either a simple accumulation of surplus or a capital!- 
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zation of surplus by stock dividends and split-ups."* It is true, 
of course, that a penalty for improper accumulation of surplus 
may be incurred (see page 795), but the taxpayer corporation 
runs little risk where some need for the accumulation of profits 
can be shown. 

In the case of so-called personal holding companies, however, 
accumulation is no longer profitable beSause of the special surtax 
imposed on such corporations by the 1934 and 1935 acts (see 
page 796). 

' State income taxes. Over one half of the states and the Dis- 
trict of Columbia impose an income tax upon both individuals 
and corporations. These states are ; ® 


Alabama 

Iowa 

Missouri 

South Carolina 

Arizona 

Kansas 

Montana 

South Dakota 

Arkansas 

Kentucky 

New Mexico 

Tennessee 

California 

Louisiana 

New York 

Utah 

Colorado 

Maryland 

North Carolina 

Vermont 

Georgia 

Massachusetts 

North Dakota 

Virginia 

Idaho 

Minnesota 

Oklahoma 

Wisconsin 

Indiana 

Mississippi 

Oregon 



In addition, Delaware, New Hampshire, and West Virginia levy 
income taxes on individuals only, while Connecticut and Penn- 
sylvania tax corporations but not individuals except when their 
incomes are business incomes derived from sole proprietorships 
or partnerships. 

The laws of these various states differ somewhat in respect to 
the determination of net taxable income and rates of taxation. 
To consider in detail any of these laws is impossible here. In 
general, however, it may be stated that such laws are patterned 
after the Federal law, except that generally the rates are much 
lower than under the Federal tax. The same problems in refer- 
ence to the yield of tax-exempt versus taxable securities are thus 
created in states with income taxes as are found under the Fed- 
eral income tax. In such states, obligations and instrumentali- 
ties of the Federal Government, being entirely tax-exempt, enjoy 
a still further advantage over corporate issues that are taxabte. 
i Similarly, where issues of resident corporations or bonds of the 
^tate itseif or municipalities therein are taxrexempt, a differential 
is created' in their favor, and accordingly they enjoy a so-called 


‘Stock dividends, as such, are not taxable; page 790. . , 

'As of December 31, 1940. For more detailed and iip-to-<^le iMoimatlon, 6 
Prentice-Hall Stale and Local Tax Service, t 


ir Prentice-Hall Tax Diary. 
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special market as compared with securities issued outside the 
state. 

Distinction between estate and inheritance taxes. Two kinds 
of taxes are commonly imposed on a decedent’s property at death. 
These taxes are known as estate and inheritance taxes, although 
they are often referred to as death duties or succession taxes. An 
estate tax is levied on the entire property of the decedent, and 
theoretically is a tax ^‘on the right of the decedent to transfer his 
property to the living.” An inheritance tax, on the other hand, 
is levied on the individual shares of the decedent’s beneficiaries, 
and is imposed “on the right of the beneficiary to receive the 
property of the dead.” An estate or inheritance tax is not a tax 
on property, but is a tax on the transfer of property or on the 
right to transfer such property. Practically, of course, both 
estate and inheritance taxes are capital levies that inust be paid 
out of accumulated property. This concept is particularly valid 
at a time like the present, when the rates of tax are so high as to 
make it impossible for an estate to pay more than a fraction of 
the death duties from income earned before distribution. 

In the United States the inheritance tax form of succession 
duty has been genera.Ily applied by the states, while the Federal 
Government has enacted an estate tax. In recent years, how- 
ever, many of the states have levied supplementary estate taxes, 
while a few states, notably New York, impose only an estate tax. 

History o£ Federal estate tax. A small tax on legacies in the 
form of a stamp duty on the receipt thereof was effective in the 
United States between 1798 and 1802. Although succession 
taxes have been used by the Federal Government as war revenue 
measures, no such tax was used to finance either the War of 1812 
or the Mexican War. The Civil War was financed partly by an 
inheritance tax; the Spanish- American War, by a tax that, in 
theory, was partly an estate tax and partly an inheritance tax. 
The present Federal estate tax is the successor of a tax imposed 
under the act of 1916. 

The Federal estate tax. The present Federal estate tax is, as- 
sessed under the Revenue Acts of 1926 and 1932 as last amended 
by the Revenue Act of 1940. Although legally two taxes are 
levied — an estate tax under the 1926 act and an additional estate 
tax under the 1932 act — for practice purposes the tax is that 
imposed by the 1932 act as amended by the 1940 act.® 

“The Pedoral estate tax law in force under the Eeveniie Act of 1926 provides 
that a credit shall be allowed for the amount of any estate, inheritance, legacy, or 
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A decedent’s estate is taxable in full, not at the time a will is 
made but at the time the decedent dies, except that where the 
executor so elects, the estate may be valued as of a date one year 
after death. Ordinarily, therefore, investors are interested only 
in the current law and in the changes that are likely to be made 
ill that law. As used for purposes of the tax law, the term 
estate has a meaning different from that employed in account- 
ing terminology; the gross estate of a citizen or resident includes 
not only the full value of all property— real and personal, tan- 
gible and intangible — that he may own at the time of death, but 
also any other property in which he has an interest, or which he 
previously transferred in such a manner as not to be relieved from 
liability for the estate tax. Real estate situated in foreign coun- 
tries, however, cannot be subjected to the tax. In the case of 
nonresident aliens, only property located within the United 
States (including stock of domestic corporations and securities of 
any corporation where the tangible evidence thereof is situated in 
the United States, but not including money deposited in domestic 
banks, unless the decedent was engaged in business in this coun- 
try, or proceeds of life insurance received from dqmestic cor- 
porations) may be taxed, regardless of how it may be transferred. 

The tax applies not only to property transferred by will or 
under the intestate laws, but also to transfers of an interest in 
dower or curtesy, an interest in a joint tenancy or an estate by 
the entirety; to a transfer made in contemplation of death or 
intended to take effect in possession or enjoyment at or after 
death; to transfers in trust or otherwise where the decedent re- 
tained any income or the right to designate the person who should 
receive the income, or where the enjoyment was subject at death 
to any change through the exercise by the decedent of a power to 
alter, amend, or revoke; to transfers arising from the exercise of 

succession taxes actually paid to any slate or territory, up to 80 per cent of the 
Federal estate tax. In order to provide for increased estate taxation and at the same 
time to leave intact the credit provision of the Federal estate tax provisions of the 
1926 Act, the Eevenue Act of 1932 merely amended certain sections of the Federal 
estate tax in force under the 1926 Act, and provided for an increase in estate taxa- 
,tion by the passage of the additional estate tax law. In effect, tlie additional estate 
tax increases the rates and, as amended by the 1936 Act, makes the tax applicable 
to all estates of residents in excess of $40,000, mstead of in excess of $50,000, as 
under the 1934 and 1932 Acts, or of $100,000, an under the 1026 Act. The 80 per cent 
credit for state death duties is allowed not as a percentage of the total tax, but only 
as a percentage of the tax as computed under the 1926 Act. 

The Revenue Act of 1940 imposed a 10' per cent increase upon the tax as com- 
puted under the 1935 Act in estates where death occurred within the five-year 
period June 25. 1940 — June 26, 1945. 
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a general power of appointment; and to transfers of life in- 
surance proceeds payable to the decedent’s estate, and of insur- 
ance in excess of $40,000, payable to beneficiaries other than the 
estate/ 

Tax on net estate. For purposes of the tax, the gross estate 
of citizens and residents of the United States is diminished by 
bona fide debts of the decedent; expenses of administration; at- 
torney’s fees; gifts for public, religious, charitable, literary, 
scientific, and educational purposes; a prorated amount of the 
value of any property included in the gross estate which, within 
five years of the date of the decedent’s death, had been subjected 
to the Federal estate tax in the estate of another; and a specific 
exemption of $40,000.® The tax is imposed only upon the re- 
mainder, or net estate. In the case of nonresidents who are not 
citizens of the United States, the net estate is determined by 
subtracting the same items from the gross estate as was done in 
the case of residents and citizens, except that only a proportionate 
amount of the debts, expenses, and fees may be deducted, no 
specific exemption of $40,000 may be taken, and only gifts to 
charities and eleemosynary institutions located within the United 
States are deductible. 

Rates of Federal estate tax. As amended by the Revenue 
Act of 1935, the tax begins to operate at 2 per cent on the first 
$10,000 of the net estate, increasing up to 70 per cent on amounts 
of the net estate that are, in excess of $50,000,000. The table on 
page 803 ^ives the rates of tax under the various acts passed 
since 1916. When death occurs within a period of five years after 
June 25, 1940 (the effective date of the Revenue Act of 1940), 
the tax is increased by 10%, due to the imposition of the “de- 
fense tax.” 

The Federal gift tax. A gift tax was first imposed in the 
United States by the Revenue Act of 1924, but this act was re- 
pealed in 1926. The present gift tax is imposed by the Revenue 
Act of 1932 as last amended by the Revenue Act of 1940. 

’ Where several persons own the same piece of property and the survivors are to 
take the interest of a decedent owner, the estate is said to be a joint estate. 
Property held in this way by husband and wife is said to be held “by the entirety.” 
If A gives property .to B for B’s life and permits C to nominate the person who 
shall receive it upon B’s death, C is said to have a power of appointment over the 
property. If the property is in the United States, ite transfer upon the death of B> 
is taxable. For a complete discussion of all current problems respecting estate and 
inheritance taxes, see the Prentice-Hall Inheritance and Transjer Tad) Service. 

‘ Under the Revenue Act of 1926, the specific exemption is $100,000 instead of 
$40,000, See footnote 6 on. page 800. 
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The Tederal gift tax is a supplement to the estate tax, de- 
signed to discourage the making of gifts during life in order to 
avoid the payment of estate tax. The law imposes a tax which 
approaches (equivalent to about three fourths of) the amount of 
estate tax that would have been payable if the property given as 
a gift had constituted the donor’s estate at his death. 

Rates under the gift tax, as under the estate tax, are graduated. 
The rate of tax is measured by all taxable gifts made after June 
7, 1932, the scheme of computation being adapted to tax gifts 
made over a period of years at approximately the same rate as 
though they had all been made within one year. The table on 
page 805 gives the rate of tax on gifts made in various years after 
the enactment of the law. 

The gift tax applies to gifts made directly or indirectly by in- 
dividuals, resident and nonresident, except that in the case of 
nonresident aliens only gifts of property situated within the 
United States are taxable. In general, any transfer made by a 
citizen or resident subsequent to June 7, 1932, which reduces the 
liability of the transferor for the estate tax is subject to the gift 
tax. All transactions whereby property rights or interests are 
donatively passed or conferred upon another, regardless of the 
means or device employed, constitute gifts subject to tax. How- 
ever, only gifts in excess of $4,000 are taxable, and if the donor 
makes more than one gift to more than one beneficiary during 
any calendar year, the sum of $4,000 is deductible from the gross 
value of each gift in order to arrive at its taxable value.® In ad- 
dition, a specific exemption of $40,000 anay be deducted from 
the taxable value of all gifts made during the life of the donor. 
This $40,000 exemption may be taken at any time, either in part 
or in full, provided that it is taken before any tax is paid; but 
once the full amount of $40,000 is deducted, only the individual 
$4,000 exemptions will be allowed thereafter. Gifts to chai’itable 
and eleemosynary institutions are also exempt from the tax. 

State succession taxes. All the states of the Union, except 
Nevada, levy either inheritance or estate taxes, or both. The 
table on pages 806-807 gives the rates, exemptions, and nature of 
the various state death duties. All property within the jurisdic- 
tion of a state may be subjected to an inheritance or estate tax by 
such state. Real property and tangible personal property are 

“The Eevenue Act of 1938 reduced this individual exemption from 16,000 to 
S4,000. Under the present statute the exemption doe.s not apply to gifts in trust 
or of "futui-e intei-ests.” 
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RATES OF TAX TINDER THE FEDERAL GIFT TAX 
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taxable only by the state in which they are located. Intangible 
personal property, under ,a long line of decisions handed down by 
the United States Supreme Court, was formerly considered tax- 
able only by the state m which the decedent had his domicile at 
the time of death. However, in 1939 the Supreme Court reversed 
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itself on this question and held that such property may be sub- 
jected to taxation by the state of the owner’s domicile and by the 
state in which the property had acquired a ''business situs.” 
The full scope of these decisions is not yet clear. In effect, they 
mean that intangible property may be subjected to death taxes 
in more than one state. This might even mean that stock of 
corporations may be subjected to taxation by the state of in- 
corporation as well as by the state in which the owner of the 
shares is domiciled. Further decisions from the Supreme Court 
will be required to settle the many questions which will arise in 
the application of the doctrine. 

Many states, in order to attract capital of investors, refuse to 
take advantage of the power to levy a death tax on the intangible 
property of non-residents. This is accomplished in one of sev- 
eral ways : 

(1) by expressly excluding from the taxing status such prop- 
erty of non-residents; 

(2) by the enactment of "reciprocal exemption status” to 
the effect that the state wiU not tax the intangible property of 
a non-resident if the state of his domicile does not tax such 
property of non-residents; or 

(3) by an outright constitutional prohibition against taxa- 
tion of intangibles of non-residents. 

Intangible personal property includes bonds, notes, mortgages, 
stocks, and evidences of debt. A bank deposit is intangible prop- 
erty, but cash and currency located in a safe deposit box are 
tangible personal property. 

State gift taxes. Eleven states, California, Colorado, Louisi- 
ana, Minnesota, North Carolma, Oklahoma, Oregon, Tennessee, 
Virginia, Washington, and Wisconsin at present impose a tax on 
transfers during life by gift. These laws are modeled after the 
inheritance tax laws of the respective states, except in the case of 
Oregon, which is modeled after the Federal law. In general, the 
classifications, rates, and exemptions are the same as under their 
respective inheritance tax laws with certain exceptions in the 
cases of Minnesota, North Carolina, Oregon, and Tennessee. 

Reducing tax losses. Successful men keep their money well 
invested. ' When they die, relatively small amounts of cash afe 
found in their estates. Usually the succession taxes are required 

“For decisions on which these statements are based, and comments relative 
thereto, see Prentice-Hall Inheritance and Transfer Tax Service. 
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to be paid within a year, and consequently there is a demand for 
cash to be obtained from the sale of securities. The baneful 
effects of this procedure have been pictured by Mr. Andrew 
Mellon, former Secretary of the Treasury: 

It has become notohous in recent years, whenever a man of means dies, 
leaving his estate obligated to pay a large amount by rvay of taxes or debts, 
or both, that there is an immediate decline in all classes of securities in which 
he is known to be interested. And when the" estate is required to make a 
sale of its property, there is not merely a large loss to the estate, but there 
is also a loss inflicted on everyone else interested in these properties, especially 
if at the same time they desire to, or must, sell. 

A usual method of minimizmg this difficulty, which is particu- 
larly effective where the estate does not reach into the highest tax 
brackets, is the use of life insurance. Rodman Wanamaker, for 
example, whose estate was estimated at $75,000,000, was said to 
carry $7,600,000 of insurance. Such msurance may be made 
payable either to the estate or to a trustee. If it is payable to a 
trustee, some saving in Federal estate and state inheritance taxes 
may be effected by establishing the trust for the benefit of named 
individuals and by giving the fiduciary discretionary power to 
acquire securities belonging to the estate. As the result of an 
arrangement of the latter type, the executor may secure sufficient 
cash' to pay all estate liabilities, while the trust funds will be 
invested in securities that the decedent personally selected in 
the first instance. 

Another provision which is desirable, especially for large 
estates where insurance becomes less effective simply because it 
too becomes a part of the taxable fund, is the creation of a liquid 
fund. When the estate does not include investments convertible 
into ready cash, the need for money to pay -necessary expenses 
and taxes may result in the sale of property at sacrifice prices. 
Nonliquid real estate, mortgages, or security holdings which lack 
a ready market may shrink excessively in value when their sale 
is attempted in order to raise cash. Under the circumstances, 
liquidity becomes increasingly important as the rate of tax to 
which the estate is subject goes higher. Occasionally, good col- 
lateral value which will permit borrowing m order to raise cash 
niay serve as a partial substitute for liquidity. 

How succession taxes are calculated. Anyone who intends 
to engage in investing as a profession must know how to calcu- 
late succession taxes, and must become familiar with the use^ of 
an inheritance tax service that presents up-to-the-minute in- 
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formation.” Here we have space only for indicating in a general 
way the process of calculation. The Federal estate tax must be 
computed under both the Revenue Act of 1926 and the Revenue 
Act of 1932, as last amended by Revenue Act of 1940, in order 
to obtain the net tax due the Federal Government after deduc- 
tion of the credit for taxes paid to the states. The process of 
calculation is as follows:, 

1. Determine the net estate subject to tax under the 1926 act. 
See page 802. 

2. Apply the rates shown for the Revenue Act of 1926 to the 
net estate obtained in the first step. This gives the gross tax 
under that act. See page 803. 

3. Deduct from the gross tax under the 1926 act (step 2) the 
sum of all inheritance and estate taxes actually paid to the states 
or territories; but if such state taxes exceed 80 per cent of the 
gross tax found in step 2, then deduct only 80 per cent of such 
gross tax. This step gives the net tax under the 1926 act. 

4. Determine the net estate subject to the additional estate 
tax. 

5. Apply the rates shown for the Revenue Act of 1935 to the 
net estate found in step 4. The result is the so-called tentative 
tax under the additional estate tax. 

6. Deduct from the tentative tax (step 5) the gross tax under 
the 1926 act (step 2). The result is the additional estate tax 
imposed by the Revenue Act of 1932 as amended by the two 
succeeding acts, 

7. Add to the additional estate tax (step 6) the net tax under 
the 1926 act (step 3). This step gives the total net Federal 
estate tax for which the estate is liable. 

8. The Revenue Act of 1940 added a 10 per cent increase to 
the total tax in estates where death occurred after June 26, 1940, 
and before June 26, 1945. 

Methods of calculating state succession duties vary from state 
to state, depending, in general, upon (1) whether the state tax 
is an inheritance tax, an estate tax, or a combination of both; 
(2) whether the exemptions, if any, are to be deducted from the 
first block of the taxable estate, or from the total estate; and (3) 
whether the decedent was a resident or a nonresident. 

“ See the Prentice-Hall Inheritance and Transfer Tax Service. The Service ex- 
plains in detail how the taxes are computed and gives all the information necessai’y 
for the computation. 
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State estate taxes are computed in much the same manner as 
the Federal estate tax. To calculate a state inheritance tax, 
however, it is necessary to find the net share going to each bene- 
ficiary, to determine the relationship of the beneficiary to the 
decedent, and then to apply the prescribed rates of tax to the 
respective shares. For example, suppose that a decedent who 
was a resident of New Jersey left a ngt estate of $450,000, con- 
sisting of real and tangible personal property located in New 
Jersey, and bonds and stocks of Pennsylvania and New York 
corporations. The decedent’s estate was divided equally among 
his wife, a son, and a brother. Since the decedent was a resi- 
dent of New Jersey, his stocks and bonds have a taxable situs 
in New Jersey. Accordingly, the New Jersey inheritance tax 
would be computed as follows: 

Tax on Widow’s Share op $150,000 
1% on $45,000 (first block of $50,000, 

less exemption of $5,000) $ 450.00 

2% on Next $50,000 1,000.00 

3% on Next $50,000 1,500.00 

Tax on Widow’s Share $2,960.00 

Tax on Son’s Share op $150,000 

Same as for Widow 2,950.00 

Tax on Brother’s Share op $150,000 
First $300,000 is Taxable in Pull at 5%; therefore 
Tax is 6% of $150,000, or 7,600,00 

, Total Inheritance Tax Due New Jersey — $13,400.00 

Some social consequences of inheritance taxation. Although 
this is not the place to discuss the economic and social effects and 
bases of inheritance taxation, a few observations may reasonably 
be made. Succession taxation tends to be either a means of pro- 
ducing revenue or a means of causing the social distribution of 
wealth. If revenue is the only object, the basis of the tax may 
be either, the protection that wealth receives or the ability of 
persons to pay the tax. Either basis justifies a reasonable 
progression of rates relative to the amount of property trans- 
mitted or received. If, however, the rates applied to amounts in 
the higher brackets become too burdensome, the temptation to 
evade' becomes very great, and some migration of wealth and 
persons may be expected from areas of high taxation to jurisdic- 
tions imposing little or no tax. Whether the existing combina- 
tion of unprecedentedly high estate and income taxes will cause 
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wealthy men to migrate from the United States cannot ye't be 
known, but it is certain that the high taxes imposed by some of 
the states have caused many individuals to establish their domi- 
cile in states where taxes are comparatively low. Some persons 
claim that high succession taxes tend to discourage the produc- 
tion of wealth and the growth of enterprise; the most that can be 
said on this point is that while reasonable grounds exist for such 
a belief, no statistical study has been made to support the theory. 
Undoubtedly, many men go on accumulating wealth “for the fun 
of the game.” 

The present high estate and income taxes represent an attempt 
on the part of the Federal Government to secure a wider dis- 
tribution of wealth. The question of whether or not large ag- 
gregations of wealth should be broken up by heavy succession 
taxes in order to reduce the concentration of economic power in 
the hands of those who have not earned it is one of social policy. 
In the main, a decision will depend upon the relative strength, 
on the one hand, of the desire to avoid the dissipation of national 
savings by a tax on “capital,” and, on the other hand, of the fear 
of concentration of wealth through an unlimited system of in- 
heritance. 

Security issue and transfer taxes. Practically all states re- 
quire a corporation about to be organized to pay a tax in propor- 
tion to the capitalization. Except in Florida and South Caro- 
lina, no further tax is called for when the stock is issued. The 
United States, however, imposes a tax upon the issuance of 
stock.^^ These taxes ordinarily have little significance for the 
investor, although they are important to the corporation. 

The Federal Government^* and the states of Florida, Massa- 
chusetts, New York, Pennsylvania, and South Carolina levy a 
tax^^ upon the sale or transfer of stock. For this reason, it is 

“The Tederal Government and the states of Florida and South Carolina (and 
Pennsylvania, for the period from June 16, 1935, to June 16, 1941, only, although 
indefinite extension of this “Emergency” tax is likely) also tax original issues of 
bonds. For rates and regulations, see Prentice-Hall Inheritance and Transfer Tax 
Service, or Prentice-Hall State and Local Tax Service. 

“The Federal Government also taxes transfers of bonds at the rate of 6 cents 
per $100 of face value. 

“Following are the rates of tax imposed by the various jurisdictions: 

Federal Government. 4 cents per $100 of face value, or on stock of no par value, 
4 cents per share; if the selling price is $20 per shal'c or more, the rate is 5 cents 
instead of 4 cents. Under the existing law, after July 1, 1937, the rate in all in- 
staiices is to be 2 cents, 

Florida. 10 cents on each $100 of face value ; and on no par value stock, 10 (leiit.''- 
per share. 
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important that the investor make all transfers, where possible, 
in a state that does not impose a transfer tax, and that he make 
no unnecessary transfers which may involve a tax. Under the 
Federal rules, for example; 

. . where stock is transferred from the name of the decedent to the estate 
of the decedent, thus, From ‘John Doe’ to ‘Estate of John Doe, deceased,”’ 
the transfer is taxable, unless it is shown that, due to local law, the transfer 
is, in effect, to the executor or administrator, as such; but “where stock i.s 
transferred from the name of the decedent, to the executor of the decedent’s 
estate, thus. From ‘John Doe’ to ‘Richard Roe, Executor of the Estate of John 
Doe, deceased,’ ’’ the transfer is not taxable.^’' 

General property taxes. The general property tax, in its 
broadest form, is assessed on all property, real, tangible, and in- 
tangible, Thus personal property is put on the same footing as 
real property, despite the fact that wide differences in earning 
power exist. Unquestionably the general property tax is one of 
the most unscientific of all taxes. Rates vary greatly between 
even contiguous communities; the amount of tax assessed on any 
person bears no relation either to his ability to pay or to the 
benefit that he receives from the Government. Furthermore, and 
not without good reason, the general property tax is admittedly 
ineffective because of the widespread concealment of intangibles. 
Let us suppose that the general property tax in a given locality 
is $25 per thousand, a rate that is not unusual. At this rate a 5 
per cent bond selling at par, if fully taxed, would yield only 
per cent The rates generally imposed on real estate are in many 
cases confiscatory if applied to intangibles. The inequity does 
not apply so generally to the tax on real estate because the com- 
munity comes to regard the tax as a regular part of the cost of 
operation and to adjust rentals accordingly. 

Classified property taxes. A partial solution of this situation 
is attempted in some states by a so-called classified property tax. 
In such states property is divided into two classes, tangible (in- 
cluding realty) and intangible, and a higher rate of tax is imposed 
on tangibles than on intangibles. While the practical reason for 

Massachusetts. 2 cents per $100 of face value ; and on no par value stock, 2 cents 
per share. , 

New York. 3 cents per share (whether par or no par .stock) ; but if selling price 
is $20 or more per share, 4 cents per share. 

Pennsylvania. Same as Massachusetts. 

South Carolina. 4 cents per $100 of face value; and on no par value stock, 
4 cents per share, 

“For the complete rules see the Prentice-Hall Inheritance and Transfer Tax 
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such a distinction lies in the fact that the low rate of tax is an 
inducement to declare the property for tax purposes, there is an 
economic reason as well. The taxation of tangible property in 
the state where it is located is not, per se, subject to criticism. 
However, where evidences of ownership in tangible property or 
equities therein are also taxed, unquestionably double taxation 
exists. On the theory tllat some additional government func- 
tions are required by the existence of complex evidences of owner- 
ship in tangible property, the addition of a low tax rate on such 
evidences, even though double taxation does result, may be justi- 
fied. Among the states making such a distinction are Connecti- 
cut, Florida, Indiana, Kentucky, Minnesota, Nebraska, Ohio, 
Oklahoma, Pennsylvania, Rhode Island, and South Dakota. 
The Pennsylvania intangibles tax exemplifies this distinction. 
Under this tax tangible and real property are subject to the higher 
rates, varying with the condmunity, whereas intangible personal 
property of residents, except such as is exempt, is taxed at the 
rate of $8 per thousand.^® 


” Pennsylvania 8 Mills Taos. The assembly of the state, ia 1913, passed an act 
designed to provide revenue for counties through the assessment of an annual tax 
at the rate of 4 mills for each dollar of value on certain classes of personal prop- 
erty. The 1935 legislature amended the act of 1913 by imposing an additional tax 
of 1 mill ($1 per thousand) for state purposes payable during 1936, and of 4 mills 
during 1937 and later years. The total intangibles tax, therefore, is now ’8 mills. 
The tax applies, inter alia, to certain securities owned by residents of the State of 
Pennsylvania. Wherever possible, the State naturally goes to the source to collect 
this tax, but if it cannot be collected at the source, the act provides for payment 
by the owner of J:he security. The value at which securities should be reported for 
taxation is the market value, not the par value. No tax is assessed under this act 
upon bonds, notes, and the like, issued by the United States Government or by the 
State of Pennsylvania; or upon stock of corporations subject to the capital stock 
or franchise tax. In a compaiatively few cases, the bonds issued by the counties, 
cities, boroughs, townships, school districts, or incorporated districts of Pennsylva- 
nia need not be reported for taxation under this act. In the ease of bonds, notes, 
and other evidences of debt issued by a corporation of the State of Pennsylvania, 
the corporation pays the tax directly to the State, Certain corporations of other 
states, registered to do business in the State of Pennsylvania and actually doing 
business in that state, whose treasurers are residents of the state or perform the 
major portion of oflScial duties in Pennsylvania, pay tlie tax directly and their 
securities am not taxed under this law, although required to be reported by the 
State and most county officials. Certain bonds issued by a Pennsylvania corpora- 
tion under indentures which do not contain a clause providing that interest be paid 
without tax deduction are not taxed, since the amount of the tax is deducted from 
the -interest payments. Eesidents of Pennsylvania who are taxable under this law 
are required to pay the .4 mills tax to the county and the 4 mills tax to the State 
on all stocks, bonds, notes, and the like, except such as are exempt, 

In the case of states having a classified property tax, it is necessary for the in- 
vestor to ascertain in detail the types of securities that are taxable and the types 
that are exempt. Obligations of the Federal Government and of the instnimen- 
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Some of the states which impose personal income taxes exempt 
intangibles from the general property tax. Among such states 
are California/’^ Massachusetts, New York, Vermont, and Wis- 
consin. 

In much the same way that some bonds contain a so-called 
tax-free covenant, whereby the issuing corporation agrees to pay 
the normal Federal income tax up to 2.or 4 per cent, other securi- 
ties contain covenants in which the issuing company agrees to 
pay, under certain conditions, the intangible property tax to 
which reference has just been made on page 813. Such repay- 
ment is promised only when notice is given that the payment has 
been made by the investor, and then only when demand is made 
therefor on the, company in due form.^® 

In the case of small investors, it is rarely necessary for com- 
panies making such agreements actually to make a refund, in- 
asmuch as small investors often fail to return their intangibles 
for tax purposes, even in states where the 4 or 5 miU rate is in 
force. In many such states failure to make a return is not pun- 
ishable, but in this event the individual will be required to pay 
a tax on whatever amount the tax ofl&cials wish to return for him. 
In many cases no return is ever filed. 

The intangible property tax, however, has a definite effect on 
the investment policies of individuals who own more than a nomi- 
nal amount of securities. Thus, in Rhode Island, State of Rhode 
Island bonds are exempt from this tax, as are instrumentalities 
of the Federal Government. Municipal and other issues may be 
taxed, however, regardless of whether or not they are located 

fcalities thereof are always exempt. Usually the stocks and bonds of domestic cor- 
porations are exempt on the ground that they are already taxed. Securities of 
corporations located outside the state are usually taxable. Local municipal bonds 
and state bonds aro irsually exempt, although not necessarily so. In Rhode Island 
local municipal bonds are taxable. The obligations of other states and their 
municipalities may or may not be taxed. 

For current information as to rates, laws, and regulations of administrative au- 
thorities, the investor should consult the Prentice-Hall State and Local Tax Service 
for the particular state involved. Inasmuch as tax laws are constantly being 
changed, a statement of the laws or rales in a work of this kind is of value chiefly 
for illustrative purposes. 

" In 1029 California adopted an intangibles tax in lieu of all other property taxes 
on’ such property. In 1935 this law was amended to provide that, after the adop- 
tion of a net income tax, such property (except solvent credits) should no longer 
be taxable. A net income tax was adopted by California later in the same year. 

“ Indiana has attempted to overcome the dfficulties inherent in a system which 
requires returns to, be filed by enacting an intangibles privilege tax that must be 
paid by means of stamps affixed to the intangible. Any intangible that is not 
properly stamped or recorded cannot be enforced in the courts of Indiana. 
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within the state. Thus, a 4 per cent municipal bond, selling at 
par, will net only 3.6 per cent to the hivestor who makes a declara- 
tion, If State of Rhode Island bonds are selling on a basis 
higher than 3.60, they afford a better yield to such an individual 
than municipal issues selling to yield 4 per cent. Similarly, in 
the case of taxable corporation bonds, the investor, when making 
his selections, must compute the effect, not only of the Federal 
income tax, but also of the local property tax and the state in- 
come tax. The reader should note that this apparently small 
difference is actually unportazit. A tax that reduces a yield from 
4 to 3.60 per cent is the equivalent of an income fax of 10 per 
cent. 

Situs of property for purposes of taxation. To be constitu- 
tional, a tax must be levied on property within the jurisdiction 
of the taxing power. It has long been recognized that real prop- 
erty is subject to the jurisdiction of and is taxable only by the 
state in which it is located. ’ Likewise, a chattel real, such as a 
leasehold interest in real property, is taxable only by the state in 
which the real property is situated. 

The problem of taxation of personal property is rendered ex- 
ceedingly difficult by the diversity of practices and interpreta- 
tions existing among the several states. Rrior to 1930 it was 
possible for stocks and bonds to be declared the subject of taxa- 
tion in two, three, or even four states at the same moment. 
Thus, one tax might have been imposed by the state of domicile 
of the owner; another by the state in which the corporation or 
debtor was domiciled; a third by the state in which the stock 
certificates or bonds were physic^ly located; and a fourth by a 
jurisdiction in which they had become integral parts of a localized 
business. Then, in 1932, the United States Supreme Court de- 
clared^® that intangibles are taxable only in the state of the 
owner’s domicile. This was the accepted doctrine until 1939, 
when other decisions of the Court, relating to death taxes, and ‘ 
discussed on page 805, cast doubt on the doctrine of the earlier 
cases. The entire question is, therefore, now undecided and 
confusing. 

A decision of the United States Supreme Court established the 
principle that tangible personal property is subject to tax by one 
state only — the state wherein it is actually, definitely, located.^® 
Ordinarily tangible property is deemed to be definitely located 

“ Fiisl, National Bank of Boston v. Maine, (1932) 284 XJ. S. 312. 

=" Frick r. Pennsylvania, (1926) 268 P. S. 473. 
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within the state in which it is found, unless it is in the course of 
being transported to another state. If the location of tangible 
property in a state is merely transient, transitory, or temporary, 
and the owner has a definite intention of moving such property 
to another location, the property would probably be taxable by 
the state of domicile of the owner, and not by the state in which 
it was temporarily situated."^ 

In summation, it may therefore be stated that : 

1. Real and tangible personal property may be subjected to a 
tax only by the state in which they are actually located. 

2. Intangible personal property may be taxed by the state of 
residence of the owner, and possibly by the state where it has 
attained a business situs in such other state. 

Conclusion. Detailed consideration of the economic effects of 
our various systems of taxation is hardly a subject for the present 
Avork. The entire problem of taxation is an intricate one and 
properly belongs to a study of public finance. We have at- 
tempted to treat here only the more important relations of taxa- 
tion to the subject of investment. 

From the standpoint of the investor, the most important levies 
are the Federal income tax, the Federal estate tax, the Federal 
gift taXj the state income taxes, and the state inheritance taxes. 
The income taxes have an important bearing on the relative 
yields of various forms of securities, while the death duties and 
gift taxes greatly restrict the amount of property that one indi- 
vidual can give to another. 

As to the future course of taxation, one can hazard only a 
rough guess. The huge increase in governmental debt during the 
depression of the 1930’s, the new emphasis given by the Roose- 
velt administration to taxation as a means of securing a wider 
distribution of wealth, and the tremendous cost of the national 
defense program inaugurated m 1940. would indicate that it is 
more likely that rates are to be*mcreased than reduced. (As this 
book goes to press, hearings are being held m Washington for the 
purpose of making further major increases in all sorts of Federal 
taxes.) An investment policy, particularly in the case of large 
funds, should give proper consideration to taxation m order to 
avoid excessive burdens not required by the law. 

Trust Company v. Schnader, (1934) 291 U. S. 3J. 
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Business Conditions and Security Price 
Movements 


Daily price fluctuations. The first impression that one ob- 
tains as he approaches the practical field of investment is that 
price movements are uncoordinated and illogical. In so far as 
the welter of daily or hourly fiuctuations is concerned, this im- 
pression is justified. An hour or a day spent in the trading or 
board room of any brokerage house, where the actual prices of 
listed securities are recorded immediately after each transaction, 
is interesting but not particularly instructive. The prices of 
some securities will be seen to advance, while those of others de- 
cline, depending upon the immediate temper of the market. Re- 
versals occur almost at the same point of time. Trading shifts 
from one group of securities to another. Nor is the net result of 
a given day’s trading of much greater significance. It is true 
that, by reading the financial page of any of the larger metropoli- 
tan dailies, one gets a somewhat more orderly account of the 
day’s trading. Here wiU be given the high, the low, and the 
final prices of all listed securities and some of the more active 
unlisted ones, as weU as the net changes in price as compared 
with the closing prices for the previous day. In addition to 
prices for individual securities, the more important papers pub- 
lish daily averages that show the average movement in selected 
groups of securities. Most of these averages are so arranged as 
to show the daily movement of industrial stocks, railroad stocks, 
utility stoc ks, and high-grade bonds.^ An isolated study of these 

^The New York Times publishes daily the average movement of 26 industrials, 
25 rails, and 60 stocks combined, as well as one average for bond prices. The Wall 

018 
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averages is also more or less confusing, in that advances and de- 
clines will be registered in respect to daily price changes, quite 
irrespective of the broader niovenients that may be in evidence 
at any given time. 

Minor and major cyclical movements. When the daily price 
movements are charted over a period of years, however , two kinds 
of longer-term movements are evident. First, minor waves 
which last for a few days or weeks and which, like the daily move- 
ments, are often difficult to explain, but sometimes appear as a 
response to current business events of fleeting significance, such 
as a strike, the passage of a piece of unfavorable legislation, the 
announcement of a dividend change by an important corporation, 
or some other bit of favorable or unfavorable news. Examina- 
tion of these minor, or secondary, swings will show them as parts 
of a longer-term trend lasting over a period of months, or even 
years. These latter major, or primary, trends are closely identi- 
fied with general business conditions, although they are not nec- 
essarily corresponding at every point. Market students identify 
the major rising movements as primary bull markets, and the 
falling ones, as primary bear markets.^ 

Secular trends. A complete cycle in security prices may be 
said to comprise two movements, the one upward and the other 
downward, although at the end of the completed cycle it is by no 
means true that prices are brought back to exactly the same level 
from which they started. In fact, stiU a fourth movement, 
known as the “secular trend,” is often present in security prices, 
as well as in other economic phenomena. The existence of such 
a movement is often discernible in the case of bond prices, as well 
as in the prices of various groups of stocks. The direction of this 
trend is generally determined by fundamental economic changes 
that are basically related to longer-term movements of gold in 
circulation, commodity price movements, interest rates, and popu- 
lation growth. 

Absence of seasonal movements in security prices. Contrary 
to popular belief, there is no pronounced seasonal movement in 
security prices. The reason is not hard to find. If investors and 

Street Journal publishes the Dow-Jones averages, which are based on the move- 
ments of 30 industrials, 20 rails, 20 public utilities, and 40 bonds. The Standard 
Statistics Company publishes dally averages for industrials and railroad stocks. 

’For a brief description of the three typns of market movements, excluding the 
long-term secular trend as a possible fourth type, see Dice, C. A.. The Stock 
Market (New York; McGraw-Hill Book Co., 1926), Chapter XXXV. A fuller 
account is given by Rhea, Robert, The Dow Theory (New York: Barron's, 1932) . 
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speculators considered that stock prices always advanced, or were 
likely to advance, during any particular month, they would cer- 
tainly anticipate such a rise by buying before it was scheduled. 
This very action on the part of buyers would advance the mar- 
ket before the time for the seasonal advance was predicted to 
occur. Similarly, if stocks were destined to move downward at 
specified times of the year, a selling movement would anticipate 
the seasonal decline and hence upset all calculations. The move- 
ment of the prices of stocks and bonds is dependent on basic 
changes in economic and business conditions and not on the pas- 
sage of the seasons. 

Individual and general price movements. Differences in 
prices or yields at any given time are generally explainable in 
terms of such differences in investment quality and character- 
istics as have been outlined in this and other books on invest- 
ments. But if attention is shifted to such differences in price 
and yields as take place from one period to another, the charac- 
ter of the individual security becomes less important as an ex- 
planation than those general business conditions which are chang- 
ing attitudes in the money market and in the business commu- 
nity. One might state the problem of investment as threefold; 
(1) to select investments of suitable quality; (2) to favor those 
industries which are in the strongest position; and (3) to invest, 
insofar as possible, at times when conditions are favorable. Po- 
tential gains from and practical limitations upon the timing of 
investments will be discussed in the course of this chapter. Be- 
fore we turn to a study of the general business factors, it is in- 
teresting to note that the improved data available on various 
lines of business permit a much readier comparison than was for- 
merly possible. With a wealth of material from income accounts, 
comparative profit performance can be analyzed. In addition, 
composite stock prices for the different industries can be com-' 
pared in order to ascertain which industries are making the best 
relative performance.® 

“ For this purpose the Staudard Statistics Company’s weekly stock price indexes 
are rery u^ftil. Group indexes are given for rails, utilities, banks, fire insurance 
companies, and industrials; indexes are also given for industrial sub-groups, such 
as agricultural machinery, chemicals, electrical equipment, and others. For charts 
see Trade and Securities Service, Basic Statistics, charts, Standard Statistics Com- 
pany, May 29, 1936. 

Rose, in his Appendix II, "Divergent Trends of Different Industries,” presents 
54 charts based on the Standard Statistics Company’s indexes for the years 191S~ 
1933. By using the initial ratio of a given group of stock prices to all stock prices 
as bases, the subsequent relative market price performance is shown. This rela- 
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Despite the peculiarities of each individual company, the 
movements of all stocks show a very strong tendency to rise and 
fall together. This uniformity is graphically stated in Figure 24. 
The diagram accompanying the price curve was constructed as 
follows: the price movements of each year were tabulated so at 
to show in which month each stock reached its highest quotation 
and in which month it reached its lowest. If any one year had 
shown such a degree of uniformity of movement that all the is- 
sues had recorded their highest prices in one of the twelve months 
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Figure 24— Industrial Stock Prices and Degree to Which Stocks Have Moved 
Up and Down Together Each Year. 

and all had reached their lowest prices in another single month, 
the result would have been considered to constitute 100 per cent 
uniformity. Such uniformity, however, was not shown in afiy 
year, although more than 78 per cent was shown in the panic year 
1907 and nearly 75 per cent in 1920, a year of extreme decline in 
commodity prices. It is interesting to note that prices of stocks 
tend to move in unison to a much greater degree during periods 
of declining prices than during periods of rising prices. The dia- 
gram also reveals a slight tendency for stocks to show less uni- 
foripity in the later than in the earlier years. As the number of 
companies with securities listed on the New York Stock Exchange 
has grown, smaller companies that are less representative of na- 
tive treud is charted on a semi-logarithmic, or ratio, scale. See Rose, I). C., The 
Praclical Application of Investment Management (New York: Harper & Bros., 
1933). 
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tional conditions, more often devoted to the production of special- 
ties, and more affected by changes in management, have probably 
been responsible for the greater diversity of price movements. 

Price-determining factors. In a study of price movements 
the three chief price-determining factors for investments of all 
kinds must be kept in mind: (1) the general market rate of inter- 
est for loans of negligible risk; (2) the degree of risk or uncer- 
tainty; and (3) the estimated size and timing of the expected 
future income stream.'^ In the case of high-grade bonds and the 
choicest preferred stocks, the uncertainty is small, and the ex- 
pected future income fixed, so that price fluctuations are almost 
entirely the result of changes in interest rates. Sometimes 
changes in bond prices are said to came yield changes, but it is 
more accurate to regard the latter as the cause and the former 
as the effect. Bonds will tend to sell at prices that will give the 
buyer yields m Ime with other similar available commitments. 
Bonds and preferred stocks of second-grade or lower quality are 
distinguished chiefly by the greater uncertainty of their future, 
not as to the amount of their claim but as to the probability of 
its payment. Uncertainty is something which exists only in the 
minds of investors, and consequently it is not surprising to find 
that when times are good and optimism general, the yield differ- 
ence among the various qualities of bonds is small as compared 
with that in periods of depression and pessimism." 

But if yields fluctuate more at such times, so also will prices. 
Bor this reason the purchaser of the better-grade issue not only 
reduces the possibility of default in interest but also reduces the 
likelihood of loss of principal in the event of resale to recover the 
same.® 

'Other price-determining factors that are usually constant for a given invest- 
ment, and consequently are ignored in this discussion, are marketability, tax status, 
freedom from care, and legality for those investors who, like tmstees, are restricted 
in their choice by law. The varying influence of maturity is itself related to inter- 
est rate variations and therefore is discussed immediately below. 

' The tendency of bonds to diverge as conditions become worse and converge as 
conditions improve may be seen in a chart comparing the market movements of 
four groups of bonds, rated Aaa, Aa, A, and Baa, respectively, from 1919 to 1939. 
Moody’s Manual of Investments Industrials, 1939. p. a35. 

“Thus, the approximate fluctuations of the bonds referred to in the preceding 
footnote were as follows: 

Groups of Bonds June, 19S8 June, 19SS June, 1984 - Decline Rise 


Aaa 99' 78 96 ■ 21 , 17 

Aa 98 64 86 34 22 

A 97 47 70 50 23 

Baa 95 37 63 68 26 
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In the case of common stocks and real estate, and even of 
speculative bonds and preferred stocks, the amount of the income 
stream will be a matter of estimate. Changes m the estimates 
of investors and speculators upon this point will be a major cause 
of price fluctuations among such holdings. Indeed, it is the fu- 
turity eleznent that often makes difficult the explanation of prices 
ill terms of current income and earnings. A common stock or 
piece of real estate will usually have some value even at a time 
when it is givhig no cash return and when the income account 
shows a deficit. At such times the market value will represent 
the discounted hopes of the future. This phenomenon of dis- 
counting unrealized possibilities explains why the dividend yield 
or even the rate earned on market price is not such a satisfactory 
index of investment quality as market yield is in the case of 
bonds. Among bonds the net yield figure represents the total 
return , and a low return indicates high regard for quality on the 
part of the market.'^ Among common stocks, however, a low re- 
turn may merely represent excessive hopes for a purely specula- 
tive possibility. In the last stages of a rampant bull market, 
even immediate earnings prospects may be largely ignored and 
purchases made solely m the hope of unloading at a high price 
to some even more optimistic speculator. The more speculative 
and uncertain stocks may under such circumstances sell on a 
lower yield basis than the more steady-going investment issues 
that hold little mystery and do not excite the imaginatiozi. The 
investor, then, particularly if he is interested in common stocks, 
will find a knowledge of the influence of interest rates and of 
business conditions important. 

Bond yields and other interest rates. The capital market is 
often thought of as being divided into a long-term and a short- 
term money market. In turn, these two markets may be re- 
garded as consisting of a great many sub-markets, somewhat 
overlapping, but distinguished by geographical limits and the 
lending standards of different investor classes. The close inter- 
relation of even the two major divisions is shown, in Figure 25, 
which shows high-grade bond jdelds and interest rates for four- 
to-six-months open-market prime commercial paper. The for- 
mer moves within a much narrower range than the latter, but the 
direction of movement is generally the same. The difference in 
amplitude of movement can be explained in both investment and 

’’ Convertible bonds or bonds with other valuable privileges, suoh as the right to 
subscribe for new issues, at a favorable price, are exceptions to this rule. 
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speculative terns. Considered from the investment point of 
view, those lenders who have the option of either long- or short- 
term loans would be willing in a period of high rates to take a 
somewhat lower return for a period of years than they would if 
the advantage were only for a period of months. Thus, if an 
average rate of return were 4% per cent, a yield of 6.5 per cent 
upon a 20-year bond might be as attractive as one of 8 per cent 
on a six-months note. Similarly, a borrower would consider it 
more advantageous to pay a higher rate, such as 8 per cent, for 
a short period if he felt that he could probably renew on easier 
terms at the end of the term, than to pay a lower but still above- 
normal rate, such as 6.5 per cent, for a considerable number of 
years. 

A speculative point of view would recognize possibilities of ap- 
preciation or depreciation in bond prices when yields appear very 
high or very low. High yields mean low prices, and a speculator 
would find that the potential appreciation plus interest coupons 
over a short period might well exceed the return from higher- 
yielding commercial paper. Conversely, in a period of low yields, 
a commercial bank might prefer low-yield commercial paper' to 
bonds that might suffer such price depreciation as would more 
than counterbalance the latter’s higher current return. Both 
possible explanations of the difference in amplitude of movement 
between short- and longrtenn interest rates are probably effec- 
tive. 

A closer examination of various interest rates would show fur- 
ther differences, related to those discussed. If the Figure showed 
monthly data, greater fluctuations would appear than those now 
lumped together in annual averages. Call money rates, which 
are set from day to day, would show even more violent fluctua- 
tion than commercial paper rates. Loans made by banks to their 
own customers, so-called over-the-counter loans, would show less 
variation from time to time than open-market rates. Short-terni 
bonds would tend to show yield variations more like those of com- 
mercial paper than of long-term bonds.® 

These fluctuations in interest rates can be explained in the 
abstract terms of supply and demaird for loanable funds. On 
the supply side are the savings of individuals and corporations 
and in some periods the expansion of bank credit made possible 

‘For an extended discussion of the American money market, see Riefler, Win- 
field W., Money Rates and Money Markets in the United States (New York: 
Harper & Bros., 1930). 
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by gold imports, lowered reserve standards, or devaluation of the 
currency which frees gold for use as additional banking reserves. 
On the demand side are not only the requirements of would-be 
borrowers, but such loans as are returned to the market by resales 
of parties who wish to recover principal for purposes other than 
relending, and in periods of bank credit contraction, the funds 
recovered by banks seekin'g to improve their reserve position. 

A more immediately useful, though perhaps less fundamental, 
explanation of interest rates is found in a comparison of such 
rates with the changes taking place in business activity. The 
curve of interest rates has been shown to move up and down in 
correspondence with business but lagging after it, usually some 
ten to fifteen months, although occasionally it has reached its 
turning point after an even greater interval, such as eighteen 
months to two years.® This lag suggests that for an interval 
after business revives from the trough of depression, it has enough 
idle funds to care for its current needs, or banks have such a sur- 
plus of funds, or both, that interest rates do not rise immediately. 
Some partially frozen loans would also be in liquidation at this 
time. On the other hand, after business activity passes its peak, 
a peridd may follow during which interest rates will be sustained 
by the pressure of banks seeking to liquidate loans and so 
strengthen their position, and of business concerns still requiring 
loans to pay for merchandise that is not moving into the hands 
of customers as rapidly as it should. The abnormally easy 
money markets in the late 1930’s have upset the relationship be- 
tween interest rates and business activity. Interest rates have, 
at least temporarily, become unresponsive to changing business 
activity. 

The foregoing discussion indicates the manner in which high- 
grade bond prices are influenced by fluctuating business activity, 
or the busmess cycle, through the medium of interest rates. 
Common stocks would presumably be more directly influenced, 
for the volume of business will be a primary factor in determining 
business profits — ^the chief factor that gives a stock its value. 
Before passing to a discussion of common stocks and their price 
movements, we may consider briefly bonds and preferred stocks 
that are not of the best investment quality. In general, their 
position is such that their standing is sensitive to changes in earn- 

° Snyder, Cari, Business Cycles and Business Measurements (New York: The 
Macmillan Co , 1927), Chapter XII, Chart 56. which compares an index of busi- 
ness and commercial paper rates, 1875-1926. 
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iiigs. As a result, their fluctuations are usually found to corre- 
spond more closely with those of the stock market than with those 
of the high-grade bond market. 

Sloan points out this synchronization and gives data for the 
period 1914-1925, inclusive, which shows that the speculator in 
preferred stocks who tried to take advantage of cyclical troughs 
and peaks in the market would have ihade 85.3 per cent of the 
maximum possible gain if he had effected his purchases and sales 
at the low and high pomts for speculative common stocks ; where - 
as, if he had used the turning points in the high-grade bond mar- 
ket, he would have realized but 56.2 per cent of the maximum.^" 



Figure 26 — Stock and Bond Prices as Multiples of Dividends. 

Common stock price fluctuations. On general economic 
grounds, one might expect that major broad cyclical price move- 
ments of common stocks would show a rough correspondence 
with those of bonds. The two instruments represent alternative 
forms of long-term investment, and any unusual disparity in rela- 
tive yields would tend to produce a shifting of investments that 
would bring the two back to their former relationship. An in- 
teresting test of the degree of yield relationship is shown in the 
accompanying chart (Figure 26), which actually shows inverted 
rates of return on bonds and stocks at market prices for the period 
1900-1935, although the data are labeled as "prices.” 

“Sloan, Laurence H., Security Speculation (New Vork; Harper & Bros., 1926), 
p. 153. 
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111 a chart of this sort, which, because of its small size, elimi- 
nates minor fluctuations, the broad correspondence of bond yields 
and cash dividend stock yields is clearly seen, although the latter 
show more extreme movements than the former. This compari- 
son suggests a further one that would more clearly reveal the 
spread between the two series. The lower part of this figure 
brings out this relation by showing stock “prices” as a percentage 
of bond “prices” in each month.^^ The comment accompanying 
the chart is of interest 

In the early years of the century these common stocks sold in normal tunes 
to yield only a little better than four per cent, which means that their prices 
were nearly 25 times their dividends. Then their prices so expressed drifted 
downward for 20 years until during the war prosperity in 1918 the stocks 
sold on the average for only about 11 times their dividends, or to yield about 
nine per cent. After the war the prices rose almost steadily for nearly 10 
years until they were not very much higher on this yield basis than they had 
been back in 1902. They sold m 1929 to yield less than four per cent, and 
so at prices that were over 25 times as high as the amount of their dividends. 

The decline during the depression was swift and long. In the summer of 
1932 the prices were only about eight times as much as the dividends, and the 
yields were more than 12 per cent. In the recovery since then the prices 
measured in multiples of dividends rose to the highest levels that had been 
reached since 1902, except during 1928 and 1929 at the peak of the specula- 
tive boom. In percentage of advance the bull market in dividend paying com- 
mon stocks from 1932 to 1934 exceeded that from 1924 to 1929. The apparent 
decline in prices which the diagram shows as having been in progress during 
the past year has in reality been largely caused by a large number of divi- 
dend increases which have not in most cases been followed by corresponding 
increases in the market prices of the stocks. 

In reading the chart, however, one must take care to avoid 
misinterpretations. The “prices” shown are not actual prices 
but the ratios of market prices to yield, which would reflect mar- 
ket price if income were constant. Since the income of bonds is 
fixed, such a method gives a satisfactory picture of bond market 

A description of the figure reads: 

"By using such methods one can work out an index of tlio prices of stocks, not 
in dollars, but rather in terms of the multiples of their dividends. Such an index 
is shown in the diagram. It covers the past 36 years, and throughout that long 
period it is based on the prices and dividends of all the dividend paying common 
stocks regularly traded on the New York Exchange. The number of such issues 
varies from month to month. A year ago in March there were 186 of them, and 
by March of this year the number had increased to 227.” Cleveland Trust Cdm- 
pany Business Bulletin, June 16, 1936, Chart is reproduced in foim given in Bwi- 
letin for July 15, 1936. 

‘^Ibid. 
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price movements/® Dividend income, however, is a changing 
amount, and therefore stock prices of the artificial kind shown 
here do not give an accurate impression of actual price move- 
ments. During a period of increasing dividends, the artificial 
price index would show no rise if price remained in a constant 
relation with current dividends, and vice versa. But even if the 
stock prices of this chart do not show aptual market movements, 
they do bring out an essential point; namely, that bond yields 
and dividend yields have kindred movements through the ups 
and downs of the business cycle, that the swings of dividend 
yields are wider than those of bond yields, and that these differ- 
ences have often been useful in pointing out market excesses that 
subsequent movements corrected. 

Stocks and business activity. Earnings rather than dividends 
would undoubtedly be regarded by many as a more satisfactory 
and fundamental basis of market value, but unfortunately they 
are not so generally available on a quarterly basis.^"* Earnings 
data might well explain some of the peculiarities of dividend 
yields. The tendency for dividend changes to lag behind changes 
in earnings, and for earnings to provide a more generous margin 
over the dividend in good times and to fall below dividends in bad 
times, are factors that should be kept in mind when interpreting 
the dividend-to-market-price relations. 

Reference to airy measure of stock prices extending over a 
period of years will show forcefully the preponderant influence 
of earnings, as compared with the interest rate, on price fluctua- 
tions. Figures 27a and 27b show such wide fluctuations as could 
only have resulted from large changes in income. Since earnings 
fluctuations are largely a function of the volume of business 

“ Such a bond price index actually has certain technical advantages over an aver- 
age of actual .bond prices The latter, if composed of bonds of medium or short 
maturity that are all either below or above par, will tend to “diift” toward par. 
Furthermore, substitutions are more difhcult in a “natural” bond price index be- 
cause of differences in coupon and maturity between the substituted and original 
bonds. 

“ One study has been made of the price-earnings ratio that used average monthly 
prices and earnings for the previous four quarters of the five years 1925-1929, in- 
clusive. These data showed an average multiple for eighty stocks of close to 10, 
from the beginning of 1925 to the middle of 1927. Thereafter, the multiple rose 
steadily until it reached 15 in April, 1928, at which level it remained until the crash 
of October, 1929. In the final three months of that year, the figure dropped back 
to slightly below 10. The data for the seven industrial sub-groups showed con- 
siderable variation. Elliott, David C„ A New Index o} Equity Values (Cleveland: 
The Midland Bank, 1930). 
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activity, these charts are given to make possible a comparison of 
the common fluctuations of activity and industrial stock prices 
with respect to their long-term trends.^'* Figure 28 brings this 
story down to date by comparing Standard Statistics Company’s 
inclusive industrial stock index with the Federal Reserve index 
of industrial production (seasonally adjusted). 
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Figure 27a — Stock Prices and Business Activity: 1833-1906. 


These charts show clearly the large fluctuations in business 
activity, commonly referred to as “business cycles.” Such 

“ These charts are taken from the Annalist, August 13, 1926, pp. 204, 205, where 
they serve to illustrate the first of two articles on “Stock Prices and Business Activ- 
ity, 1884-1928,” by Emerson W. Axe and Ruth Houghton. The shaded areas rep- 
resent the range between the montlily high and low prices of a group of leading 
industrial stocks. Each aeries has received statistical treatment to remove seasonal 
variation and long-time trend, so that the cyclical movements alone might be 
shown. 

The data for these tjvo series are shown for the following years in a large chart, 
which also pictures wholesale commodity prices, commercial paper rates, and bond 
yields for the period 1864-1934, inclusive. See Axe, Emerson W., Annalist, Jan, IS, 
1936, pp. 72-73. However, the figures for industrial stock prices in this chart are 
not sliown as relatives of their trend, and consequently do not permit the close 
comparison of relationsliip made possible by tlie chart in the text above. The 
article last cited discusses the interrelation of stock prices, interest rates, and com- 
modity prices. 

“ Other well-known indexes of business activity are compiled by the Federal 
Reserve Board, the American Telephone and Telegraph Company, Standard Sta- 
tistics Company, and Moody's. In 1931 the Cleveland Trust Company published 
a chart of “American Business Activity since 1790.” Activity was shown as rela- 
tive to the long-term normal trend shown to August, 1931. The course of com- 
modity prices was also illustrated. Data have been published from time to time 
to bnng the chart up to date. 
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variations in business affect the economic welfare in a grave man- 
ner. The amelioration or elnnination of the distress caused by 
depression constitutes one of the most, if not the most, serious 
problems of economics. All social classes suffer, the investors 
among them. The latter are most seriously affected when they 
hold the more speculative types of investment, such as common 
stocks and real estate, but even some 'v^ell-regarded securities of 
the more conservative type are usually upset in every major de- 



pression. The most obvious point to note about such fluctua- 
tions would appear to be the large opportunities for gain or loss. 
Not only are the potential profits alluring, but speculation, if 
successfully carried out, would presumably have a tendency to 
smooth out fluctuations by providing offerings of securities in 
boom markets and by creating buyers for depressed markets. 

Business cycle theories. Before the possibilities of utilizing 
these long swings as a part of an investment policy are discussed, 
a brief statement is appropriate as to the theories concerning the 
business cycle. These irregular, wave-like movements of busi- 
ness activity are generally described as consisting of four periods 
— recovery, prosperity, recession, and depression. The end of a 
period of prosperity may be marked by a crisis in which credit 
strain appears and liquidation is widespread and severe.. At such 
a time or during the depression, a panic may break out, marked 
by such phenomena as bank runs, suspension of specie payments, 
startling corporate failures, and closed security exchanges. 
Many early students devoted their chief attention to crises and 
believed the cycle was regular and periodic. The development 
of more exact statistical measurements has shown not only ir- 
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regular periods, but a considerable amount of iirdividuality in the 
conditions leading up to the crisisd" Possibly the early belief in 
a uniform periodicity accounts for the numerous attempts to con- 
struct an all-embracing theory that would provide a universal 
explanation. Despite the huge importance of such considera- 
tions to investors, a 'treatment of all these theories or even any 
thorough analysis of business cycles are matters too broad for the 
scope of this volume.^® Two significant factors, however, may 
be mentioned and discussed briefly, not only because they have 
been stressed by students of the cycle as containing the explana- 
tion of such fluctuations, but also because an understanding of 
their economic importance is helpful in interpreting business con- 
ditions as they affect investments. These two factors are the 
credit factor and the durable goods industries. 

Bank credit and business fluctuations. Attention has gener- 
ally centered not upon general credit but upon bank credit. The 
latter has been deemed particularly important because of the 
ability of banks, within limits, to manufacture credit and to 
liquidate it, thereby adding to or subtracting from the fund avail- 
able for investment, which is ordinarily thought of as being de- 
rived solely from the national savings. This elasticity in the 
volume of bank credit, which includes the purchase of bonds, and 
loans on real estate and on collateral, affects investment values 
directly and may both stimulate expansion in prosperity and 
force excessive liquidation in a period of recession and depression. 
As a result, statistics bearing upon bank credit, such as interest 
rates, reserve ratios, international gold movements, and loans- 
to-deposits ratios, have received close attention. The Harvard 
Committee on Economic Research found, from a study of eco- 
nomic statistics covering a period of twenty-five years before the 
World War I, that a decline of IV4 per cent in rates on prime 
commercial paper (duly corrected for seasonal variation) from 
the high point in the money cycle was the signal for the inaugu- 
ration of a forward movement in security prices. Conversely, 
an increase of the same amount in interest rates was found to 
indicate the culmination point of a major cyclical advance in 

"Snyder, Carl, Business Cycles and Business Measurements (New York; The 
Macmillan Co., 1927), p. 233. , r, n ■ n 1 

" Tor a description of euwent theories, see MitcheU, Wesley C.. Business CyoLcs 
(New York; National Bureau of Economic Research, 1927), pp. 11-47- A suggast- 
ive list of originating causes may be found in Clark^ John Maurice. Btralegio Fac- 
tors in Business Cycles (New York; National Bureau of Economic Research, 1934), 
p. 184 ff. Tor other references see page 862. 
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security prices.^® Credit stringency will undoubtedly continue 
to be a danger signal in the security markets, and ample bank 
credit a basis for potential expansion, but changes wrought by 
the introduction of the Federal Reserve banks have so altered 
conditions that the forecasting value of interest rates has been 
greatly diminished, if not actually lost. The subjects of interest 
rates and bank credit wiU be taken up below when the practical 
possibilities of forecasting are considered. 

Fluctuations in durable goods industries. Along with the 
credit factor, the durable, or heavy, goods industries have been 
recognized as a prune element in the business cycle. Consump- 
tion goods of a temporary nature, like food and clothing, are re- 
placed frequently and tend to regularity, particularly so far as 
demand is concerned. Their production and distribution fluc- 
tuate much less than is the case with durable goods, which consist 
of capital equipment, such as factories, railroads, utilities, and 
oflice buildings, and of some consumption goods, such as automo- 
biles and residential buildings. Such fluctuations as do occur in 
the volume of ordinary consumption goods and services can be 
largely traced to the unemployment and disorganization that 
mark the course of the durable goods industries. Some irregu- 
larity would appear natural in these latter types of business. 
Permanent improvements like railroads, utilities, and concrete 
highways require either no, or very infrequent, replacement. But 
this natural change in demand might be expected to appear in the 
statistics of a large country like the United States as relatively 
moderate year-to-year changes. In practice, this natural irregu- 
larity is increased greatly by; (1) the dependence of these indus- 
tries upon credit and confidence; (2) the economic organization 
that tends to lend itself to excesses; 'and (3) the indeterminate 
life of most durable goods, which permits the deferring of their 
replacement in a period of depression and pessimism. 

The problem of readjusting labor and resources when a major 
branch or all brandies of the heavy goods industries are slowed 
down causes economic dislocations that would be serious even if 
they were uncomplicated by an unsatisfactory credit situation. 
It should be noted in passing, however, that an important change 
has been in process ever since the Industrial' Revolution. The 
picture of technological unemployment (that is, unemployment 

" Presley, Fred Y., The Economic Cycle, Its Application to Buyiny, Selling, Pw- 
duction. Investments (Cambridge, Mass.; Harvard University, Press, 1925), 
pp. 27, 29 
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caused by the progress of labor-saving invention) painted by some 
writers as an insoluble diflSculty in the present economic order 
ignores a long record of successful change and readjustment 
throughout past decades.-" 

While it is impossible in this limited discussion to justify our 
emphasis upon the credit factor and the durable goods industries, 
it is significant that most proposals for cyclical control have cen- 
tered upon these two elements, although sometimes the reasons 
for emphasis have varied. Some have suggested the control of 
money and bank credit as the most important, or even the only 
necessary, remedy. (This control is often related to the price 
level factor discussed below.) Others have believed that long- 
range planning by the major interests in the capital goods field 
is the more effective remedy. Those who are skeptical of plan- 
ning of this sort suggest as an ameliorative device the planning of 
public works for periods of depression.^^ 

Forecasting cyclical movements.' The investor is primarily 
concerned less with finding out the fundamental causes of the 
business cycle, than with deciding whether or not a policy can be 
pursued that will permit him to profit from these swings. For 
him cycles are in a class with natural phenomena, over which he 
has no control. As in the case of the mariner concerned with the 
weather, a profound knowledge of first causes is less important 
than the ability to interpret what may be superficial signs that 
have barometric significance. A variety of business indicators 
have been studied and accepted as having barometric character 
by different persons at different times.®- .^ong these have been 
pig-iron production, blast furnaces in action, commodity prices, 
prices of certain industrial raw materials such as steel scrap and 
coke, profit margins, freiglit-car shortages, crops, gold move- 
ments, the export-import ratio, interest rates, bank deposit turn- 
over, bond prices, and stock prices. None of these factors has 
proved to have a precise and invariable relation to the ups and 
downs of business activity or of the stock market. In this re- 
spect, minor cycles would be expected to be difficult to predict 

See chart of horsepower in factories, of population, and of the gainfully occu- 
pied, 1870-1930, Cleveland Trust Company Biisiness BnUetin, March 15. 1935. 

“’^Wolman, Leo, Planning and Control of Public Works (New York; National 
Bureau of Economic Research, Inc., 1930). Clark, John Maurice. Strategic Fac- 
tors in Business Cycles (New York: National Bureau of Economic Research, Inc., 

^^“Snyder, Carl, Biiainess Cycles and Business Measurements (New York; The 
Macmillan Co., 1927), Chapter XIII. 
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because of the mildness of the movements, but forecasters have 
frequently made erroneous predictions in regard to major move- 
ments as well. Perhaps the most generally helpful signs of the 
approaching end of a period of prosperity likely to lead to a major 
recession have been; 

1. - Credit strain, shown in high interest rates and falling bond 
prices. 

2. Unusual expansion in some leading durable goods industries, 
such as the construction of railroads, utility plants, highways, 
and commercial and residential buildings, which makes contrac- 
tion of future operations appear probable. 

3. Common stock prices in a higher than usual relation to 
earnings, particularly when studied in the light of bond yields. 

4. Exceptional business optimism. 

Depression lows, on the other hand, that provide the greatest 
security bargains are quite generally marked by the reverse con- 
ditions: easy credit and low interest rates; rising bond prices; an 
accumulation of deferred demand not only for new durable goods 
but also for neglected repairs and maintenance of existing equip- 
ment; common stock prices in a low ratio to income; and pes- 
simism. However, to state the matter in this way should not 
mislead the reader into believing that forecasting of major secur- 
ity price movements is a simple problem.' Every cycle is marked 
by minor fluctuations, the familiar saw-toothed curve of business 
statistics, which provide false starts that are readily mistaken for 
major turning points. The time relation between different re- 
lated series of business statistics also varies considerably. Yet 
timing of purchases and sales is the essence of successful forecast- 
ing for security price swings. To predict an event orie or two 
years too soon 'is likely to be fatal to the anticipated profits. 
That such errors are made even by those engaged in special study 
of this field is well known. In his study of thq forecasts of gen- 
eral business activity by six very well-known organizations, Cox 
discusses these difficulties. His explanation of one of the sources 
of trouble is valuable at this point 

A recent mistake of certain services has been the expectation of too great 
or too prompt effects from conditions of credit supply. The error which 

“ Cox, Garfield V., An Appraisal of American Business Forecasts (Chicago : Uni- 
versity of Chicago Press, rev. ed., X930), p. 73. The six organizations whose fore- 
casts were studied were the Standard Statia(,ics Company, Babaon’s Statistical Or- 
ganization, Brookmira Economic Semee, Harvard Economic Society, National 
City Bank, and Moody ’.s Investors Service. ■ 
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marred most seriously the eleven-year record [November, 191S-December, 
1929] under review was the failure to foresee the industrial recession of 1923- 
1924, and this mistake appears to have been due primarily to overconfidence 
in the power of abundant bank credit to sustain or even expand business ac- 
tivity regardless of other factors. Again at the close of 1928 certain services 
doubted the ability of business to expand as it did in 1929 in the face of tight 
money. Then when the recession finally arrived it was erroneously predicted 
that the strong banking position would suffioe to prevent the decline from 
reaching a depression level. 

Another study, made by Cowles, confined solely to forecasts 
of the stock market outlook, casts serious doubts upon the virtues 
of any of the well-known devices.^* 

A study was made of 16 financial services that made 7,500 rec- 
ommendations from January 1, 1928, to July 1, 1932, and used 
various combinations of factors as a basis of forecasting. The 
record was no better than might have been expected from mere 
chance. Similiarly, the results for 24 financial publications for 
the same period were somewhat poorer than would have been 
probable from random performance, and the successful records 
of the individual publications that were above the average were 
little, if any, better than might have been expected from chance. 

Perhaps the most interesting results were those reported for 
the predictions of a former well-known editor of a leading finan- 
cial journal, who based his predictions upon a time-honored and 
highly respected theory. Because of the special interest in this 
case, an excerpt is given here: 

During 26 years of his incumbency Hamilton wrote 255 editorials which 
presented forecasts for the stock market based on the Dow Theory. These 
were sufiioiently definite to permit scoring as bullish, bearish, or doubtful. 
This we did by a majority vote of five readers. When doubtful we assumed 
that he abstained from trading. When bullish it was assumed that he bought 
equal dollar amounts of the stocks included in the Dow- Jones railroad and 
industrial averages, and sold them only when he became bearish or doubtful. 
When bearish we assumed that he sold-short equal dollar amounts of these 
stocks and covered only when he became doubtful dr bullish. ... 

From December 1903 to December 1929, Hamilton, through the application 
of his forecasts to the stocks composing the Dow-Jones industrial averages, 
would have earned a return, including dividend and interest income, of 12 
per cent per annum. In the same period the stocks composing the industrial 
averages showed a return of 15.5 per cent per annum. Hamilton therefore 
failed by an appreciable margin to gain as much through his forecasting as 
he would have made by a continuous outright investment in the stocks com- 
posing the industrial averages. He exceeded by a wide margin, however, a 

“ Cowles, Alfred, 3rd, “Can Stock Market Forecasters Forecast?" Econometrica. 
July, 1933, pp. 314-316. 
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supposedly normal investment return of about 5 per cent. Applying his 
forecasts to the stocks composing the Dow- Jones railroad averages, the re- 
sult is an annual gain of 5.7 per cent while the railroad averages them.selves 
show a retmai of 7.7 per cent. 

Hamilton was long of stocks 55 per cent, short 16 per cent, and out of the 
market 29 per cent, of the 26 j'ears under review. Counting only changes of 
position, he m^de bullish forecasts 29 times. Applying these to the industrial 
averages, 16 were profitable, 13 unprofitable. He announced bearish fore- 
casts 23 times; 10 were profitable, 13 unprofitable r He advised 38 times 
that funds be withdrawn from the stock market, 19 of these withdrawals be- 
ing profitable, 19 unprofitable. In all, 46 of his changes of position were un- 
successful, 45 successful. The application of the forecasts to the railroad 
averages confirms these conclusions except that in this case 41 changes of 
position were successful and 49 unsuccessful. For the period from 1909 to 
1914 inclusive, when the industrial averages displayed what, in effect, was a 
horizontal trend, his hypothetical fund shrank 7.8 per cent per annum below 
what it would have been if loaned at 5 per cent interest. Tiro result of 
applying his forecasts to the railroad averages deserves attention in view of 
the fact that this group displayed an almost horizontal secular trend for the 
26 years under consideration. His annual average gain of 5.7 per cent in this 
group would have been approximately equalled, in the case of a continuous 
outright investment, by the dividend income. 

Because the foregoing study had to be presented within the 
space of a magazine article, it contains insufficient evidence upon 
which to base an independent evaluation of its merits. Aside 
from questions of statistical procedure, there is always the ques- 
tion of interpretation of the advice of forecasters, particularly 
where such advice takes the form of general comment rather than 
specific instructions to buy or sell.*"' But if the predictions are 
sufficiently ambiguous to permit of their misinterpretation in a 
study such as that just cited, their value for the average investor 
becomes doubtful. Consequently, without certifying as to the 
accuracy of Cowles’ conclusions, we offer them here as a counter- 
balance to the much more voluminous literature that has pic- 
tured the golden profits potentially present in the past cyclical 
movements of the stock market and suggested that they were 
readily obtainable after either a limited amount of study of the 
economics involved or the purchase of a particular advisory 
system. 

It is important to note that the period covered by Cowles’ 
study of financial services and publications was a brief one, 1928-- 
1932, and that, while the time-honored signs of trouble in 1928 

Thus, opinions regarding a somewhat ambiguous forecast might differ. Cowles' , 
method was to close out a position when, in the opinion of his i\iry of five, the 
forecast was uncertain. 
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and of recovery in 1930-31, were eventually followed by the ex- 
pected phenomena, the lags between barometric indications and 
the indicated events were unusually long, so that, from a prac- 
tical point of view, forecasts were decidedly inaccurate. 

Three important factors have served to reduce, or at least sus- 
pend temporarily, the value of former guides to trade fluctua- 
tions. (1) Interest rates have fallen to a record low level, at 
which they fluctuate’but little with changes in the use of credit 
because of the surfeit of lendable funds. (2) Government spend- 
ing on a huge scale has taken the place of spending for capital 
assets by business as a primary cause of business fluctuation. 
This change in emphasis promises to continue, at least as long 
as the national defense program runs at a high tempo.®" (3) And, 
finally, there has been an unusual succession of changes in busi- 
ness confidence because of the unpact of social and economic re- 
forms after 1932 and more recently because of World War II. 
Recent pessimism over the outlook has prevented the stock mar- 
ket from responding to the upsurge of business from national 
defense expenditures. (Figure 28.) Fears of increased taxation 
and a postwar deflation are major influences. 

Long pull versus long swing. Controversy over the possi- 
bility of reaping profits from cyclical movements has resulted in 
two widely opposed attitudes upon investment policy. Some 
contend that prediction is so uncertain a process that the major- 
ity of investors will do better to invest their funds as they become 
available without regard to business conditions, except in those 
cases where recoverability of .principal is definitely required. 
Such a policy is said to be investing for the “long puU” as opposed 
to investing for the “long swing” — that is, attempting to profit 
by buying securities in periods of depression and selling them- in 
periods of boom. Advocacy of a long-pull policy is most common 
among those who are interested in bonds rather than stocks. 
Logical reasons for this point of view by bond buyers are appar- 
ent from the following considerations: 

1. Investors in that group include life insurance companies, 
savings banks, trustees, and other holders of high-grade bonds 
who desire regularity of income to satisfy the needs of their posi- 


A graphic comparison of trade and industrial activity with the flow of new 
funds into the market from Government and corporate finanoing is made for the 
period 1929-1939 in the Cleveland Trust Company Business Bulletin, January 15, 
1940. 
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tion. A more irregular income, even if larger in total, would be 
much less satisfactory. Appreciation is highly uncertain. 

2. The fluctuations of better-grade bonds are so much less than 
those of stocks that there is always a question as to whether any 
substantial gains would be realized by selling bonds at what were 
believed to be high prices, in the hope of repurchase at lower 
levels. 

3. Finally, the very size of the holdings of larger institutional 
investors in this group makes it difficult to shift holdings on such 
a grand scale. 

The policy of purchasing to hold to maturity has even found 
expression in the accounting for bond holdings of life insurance 
companies. Such companies generally ignore market price fluc- 
tuations, except when a bond deteriorates in quality. The bond 
is originally placed on the books at cost, and the premium or dis- 
count is amortized regularly each year so that book value marches 
steadily from cost at the time of purchase towards par value at 
maturity. 

Because of their demand liabilities, commercial banks have 
usually found it good practice to carry their bonds at cost or mar- 
ket price, whichever value is lower. Because banks are inclined 
to regard all holdings as being potentially available for liquida- 
tion, they are particularly concerned with bond price movements. 
This feeling increased as the price of high-grade bonds mounted 
to unheard of highs and yields fell correspondingly. The pur- 
chase of relatively non-fluctuating short maturities grew in popu- 
larity in the late IQSO’s. 

In order to permit banks to meet a bond market reaction with- 
out fatal effects upon their balance sheet, regulations were prom- 
ulgated in 1938 that permitted members of the Federal Reserve 
System to carry bonds of investment quality on their books at 
cost even though the market was lower at the date of the bal- 
ance sheet. (This rule does not rescind the practice that requires 
premiums to be amortized.) Investment quality is interpreted 
to mean bonds that fall in the four highest rating groups and un- 
rated obligations of similar quality. 

Conservatively managed banks will, however, recognize that 
whatever arbitrary valuation rules are adopted, they can realize 
only market values in the event that they are obliged to meet 
heavy withdrawals, and they will be guided accordingly. Some 
banks are following the practice of building an investment port- 
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folio of diversified maturities, running from one to five or ten 
years. In that way a certain fraction of their funds mature each 
year and can be used, if needed, to meet any contraction of de- 
posits. 

Long swings in common stocks. When attention is shifted 
from the bond market to the stock market, wider and hence more 
important price fluctuations are found. The desirability of 
timing purchases becomes correspondingly greater. Those who 
prefer a long-pull policy will find protection in keeping a sufii- 
cient fraction of their funds liquid so that any expected need for 
recovery of principal can be met without fear of adverse markets. 
A similar rule would appear to be equally advisable for the long- 
swing investor since errors of judgment are easy to make. The 
latter may also elect to keep a substantial backlog of permanent 
fixed-income securities in his portfolio. His attempts to profit 
from cyclical price movements would be confined to common 
stocks, and possibly, in some cases, second grade bonds and pre- 
ferred stocks. 

Any objection that a long-swing policy is speculative and not 
suitable for an investor would be met by proponents with two 
statements : 

1. Any investment policy that ignores the absurdly low 
yields of common stocks prevailing during periods of inflated bull 
markets is unsound. It may even be considered speculative in 
that a portion of the stock’s purchase price is clearly not justified 
by income — that is, the investment consideration — but by specu- 
lative hopes. 

2. Any purchase of common stocks is necessarily a somewhat 
speculative commitment. It is better to face this reality than 
to ignore it. Even though it may be only partially successful, 
a plan of adjusting one’s portfolio to changing business conditions 
is desirable. 

For those who grant the weight of these arguments and wish 
to adopt a long-swing policy, certain cautions are to be suggested : 

1. Margin purchases should be avoided. The buyer who 
acquires stocks on borrowed funds is betting on the shorter 
swings, and assumes that intermediate reactions will not close 
out his account and cause his holdings to be sold. Many who 
bought stocks in the years 1930 to 1932 did so on margin, in the 
belief that recovery was imminent. Even though their stocks 
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were well selected, the ensuing declines frequently exhausted the 
original margin. The purchaser who paid all cash could wait 
for time to vindicate his judgment of the long-run value of his 
selections. 

2. Short sales should be avoided. They are always marginal 
transactions with possibilities of complete loss. They constitute 
a tool of the trader and speculator rather than of the investor.®'^ 

3. No attempts should be made to speculate on day-to-day or 
monlh-to-month cycles, or on even what some might regard as 
minor cycles. Only when barometric signals are strongly ap- 
parent is it desirable to make changes in an investment position. 

4. x\ny policy should be adjusted to meet the possible needs of 
the beneficiaries of the investment fund. Consideration should 
be given to such factors as the need for steady income and for 
recovery of principal, the temperament of the beneficiaries, and 
the ability to understand and bear risk. 

Commodity price level changes. For those who believe that 
changing commodity prices are the dominant factor in motivat- 
ing the business cycle, the foregoing discussion may have seemed 
somewhat like a production of Hamlet in which the Prince of 
Denmark was omitted from the cast. Some regard price level 
changes as an independent force, which may, however, play an 
important part in cyclical movements. Thus J. M. Clark, in 
commenting on the depression conditions in the years 1931-1932, 
said: “In the present instance, there was added to this and com- 
pounded with it a world-wide collapse in basic commodity prices 
which was no part of an ordinary business cycle. Without this 
the more usual cyclical forces would' have produced much milder 
results.”'® Others have believed that the cyclical movements 
could be very largely explained in terms of the changes ip the 
commodity price level."® Without attempting to dispose of the 
merits of this argument, the subject has been held over to this 

It is possible that on rare occasions an. investor might use the short sale. He 
might wish an immediate sale of a security the certificate for which was in a dis- 
tant safety vault; or securities might be held which it was desirable not to dispose 
of directly, say, because of limited marketability. A hedge against their decline 
might be effected by a short sale, provided a loss on the hedge could bo borne or 
balanced by profits on the retained holdings. See Dice, C. A., The Stock Market 
(New York: McGraw-Hill Book Co., 1926), Chapter XII. 

“Clark, J. M„ Strdtegio Factors in Business Cycles (New York: National Bureau 
of Economic Research, Inc., 1934), p. 168. 

“Fisher, Irving, "Our Unstable Dollar and the So-called Business Cycle,” Jour- 
nal of the American Statistical Association, June, 1925, pp. 179-202, 
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point for separate treatment in order to emphasize its peculiar 
importance to investors and to trace its major relations to differ- 
ent types of investors. 

The student of money and banking will remember that the 
•commodity price level is connected with the business cycle 
through the bank credit factor previously discussed. The circu- 
lating medium with which business i^ conducted in this country 
has gradually changed from hand-to-hand currency to bank de- 
posits, which are transferred from person to person by checks. 
Factors that expand bank credit, and hence bank deposits, tend 
to raise the price level, although this tendency may in practice 
be offset by counterinfluences. Consequently, to the extent that 
low interest rates reflect unused bank 'reserves and potential ex- 
pansion, they indicate a coiidition favorable to a higher price 
level.®® Conversely, high interest rates suggest a possible price 
level decline to the extent that they show probable bank credit 
contraction, a highly likely reaction, particularly when such con- 
traction is accompanied by the export of gold or by an "unfavor- 
able’’ trade balance pointing towards such export. 

On grounds of general economic theory, it may be objected that 
there need be no correspondence between changes in the volume 
of "deposit money” and in the price level. A common argument 
is that a fixed amount of money in circulation can do almost any 
amount of money work simply by being spent more or less fre- 
quently. The actual record of the velocity of bank deposit turn- 
over as worked out by Carl Snyder for the period 1875-1926 
shows a very good correspondence between the velocity factor 
and the cyclical fluctuation of an index of the volume of trade.®^ 
A chart of the more recent movements of this velocity factor 
would show a continuance of relationship,®® although the rela- 
tionship is obscured by the steady decline of velocity. 

Under the pre-Federal Reserve banking mechanism, conditions 
were much more responsive to the gold factor than subse- 


“ Bank credit expansion may, of course, raise security or real estate, rather than 
commodity, prices This possibility became an actuality in 1928 and 1929, ex- 
plains the importance attached to the concept of a “general” price level as distinct 
from that of commodities alone. Snyder, Carl, “Commodity Prices versus General 
Price Level,” American Economic Review, Sept., 1934, p. 385. 

See Snyder, Carl, Business Cycles and Business Measurements (New York: ine 
Macmillan Co., 1927), Chart 42. pp. 162-153,- and Chapter VII. ^ ^ 

®For more recent data (1919-1939) of the rate of turnover of demand deposits, 
see chart m the Federal Reserve Bulletin, January, 1940, p. 7. ^ 
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quently.®® Not only was gold the basic reserve factor, but the 
volume of deposits tended to respond markedly to the amount 
of gold reserves. When gold was imported, there was a strong 
tendency for deposits to expand, if not by loans then by bond 
purchases, in order that the excess reserve might be put to work. 
With surplus reserves negligible, any gold exports necessarily 
meant, almost inevitably, 'a contraction of deposits and hence of 
credit, in order that the legal minimum requirements might be 
maintained. 

With the introduction of the Federal Reserve banks, gold 
ceased to be a direct agent and the direct reserve of the commer- 
cial banks. The legal reserves of the latter banks now consisted 
of deposit balances on the books of the new Federal Reserve 
banks, and these banks in turn use’d gold for their reserve base. 
No fixed relation, however, has appeared between the gold hold- 
ings of these central institutions and their deposit and other lia- 
bilities. So long as their minimum ratio has not been reached, 
gold exports need not contract either the credit base that they 
supply for the commercial banks of the country or the deposits 
of these banks. Similarly, gold imports may have little effect 
upon the volume of commercial bank reserves and deposits but 
may merely increase the reserve ratio of the Federal Reserve 
banks, assuming that such ratio has not already reached 100 per 
cent. 

This modification of the influence of gold upon the volume of 
our chief form of circulating medium — ^bank deposits — ^by the 
interpolation of the Federal Reserve banks explains the impor- 
tance attached to the policy of those institutions in the discus- 
sions of monetary and credit control after about 1920. It also 
explains the skeptical attitude of leading monetary economists 
toward the program of Professor George Warren, the chief aca- 
demic exponent of the reduction of the gold content of the dollar. 
The eflGlcaoy of such a step to restore the price level to the objec- 
tive set by the Washington Administration — the 1926 price level 
— depended upon an immediate and complete response of bank 
credit. The scheme rested upon a philosophy of money and 
prices that virtually ignored the banking mechanism as a part of 


“ For a statement of the interrelation of money, check circulation, and prices in 
the pre-Federal Eesen^e days, see Kemmerer, E. W., Money and Credit Instruments 
in Their Relation to General Pri.ces (New York; Heniy Holt & Co., 1907) /• Chap- 
ter yiii. 
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the money supply. The chief immediate results of gold devalua- 
tion upon prices were the fostering of speculation based upon 
inflation fears and the lifting of foreign exchange rates, which 
boosted the prices of export commodities entering the interna- 
tional market and of imports. As a result of the almost universal 
departure of the nations of the world from the gold standard by 
the early 1930’s and of the unusually high tariff and other bar- 
riers interfering with the flow of international trade, even this 
latter influence upon our domestic price level was greatly reduced. 

A chief objection to the Warren devaluation program was the 
fact that even prior to its inauguration very substantial excess 
gold reserves of the Federal Reserve banks and legal reserves of 
the member commercial banks clearly indicated adequate means 
for expansion of credit and prices to the predepression level, once 
confidence had been restored sufficiently to stimulate the normal 
use of this credit supply. (In 1933- the United States had more 
gold than at the beginning of 1929.) To add to our gold credit 
base by arbitrarily increasing the dollar valuation of our gold 
supply meant that the foundation was being laid for a bank credit 
expansion that might well carry prices far higher than the 1926 
level.®'‘ The amount of our gold stock was changed from about 
4 to 7 billions by the change in the gold content of the dollar, and 
from the beginning of 1934 to the end of 1940 it mounted to the 
huge total of almost $22,000,000,000. In spite of the fact that 
the effect of this increased credit base was partially neutralized 
by raising minimum reserve requirements for member banks in 
the Federal Reserve System almost 100 per cent and by steriliza- 
tion of gold through retention of considerable amounts in the 
Treasury, exceptional credit ease has resulted. On December 31, 
1940, member banks had legal reserves of $14,000,000,000 as 
against legal requirements of only $7,400,000,000. The excess of 
reserves of $6,600,000,000 makes potential inflation a real hazard. 
The point is especially significant in the face of an expanding 
program of national defense. With idle men and productive 
facilities being absorbed, only increased taxation and diversion 
of individual purchasing power through Federal borrowing from 
the public is likely to check the inflation threat. It has been 

See Guthmann, H. G., and Bcrolzheimer, H, “The Hazards of an Immediate 
Return to Gold,” Barron’s, Jan. 8, 1934, p. 7. This article pointed out the danger 
of returning to gold at a time when devaluation was politically inevitable. The re- 
turn was made. 
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recommended that the Federal Reserve Board be given the power 
to convert excess reserves into required reserves by permitting 
it to increase the requirements over the present legal maxima. 

After this brief and necessarily inadequate picture of the com- 
mercial banking machinery, without any attempt to cover the 
intricacies of the currency with which hand-to-hand payments 
are made, we return now'to the main threq.d of the discussion. 
The subject of money and banking is worthy of the most thorough 
study by the investor because of its relation to the general price 
structure and business stability.®” Price level movements are of 
investment interest chiefly because of their effect upon profits 
and the purchasing power of income. 

Price level movements and bonds. The immediate short-run 
influence of commodity price level movements upon the. bond 
market is difficult to trace with any certainty. Over the longer 
term, the influence of such movements is generally admitted. 
After the Civil War, the United States experienced a generally 
downward trend of prices up to 1896, followed by a reversal that 
pushed prices up gradually until the advent of World War I, 
which event initiated a more abrupt rise that ended in the 1920 
crash following the post-war inflation. From about 1873 to 1903, 
the general trend of bond yields was downward ; thereafter, until 
1920, the trend was upward. In addition to the commodity price 
level, other influences of indeterminate weight may be men- 
tioned. The post-Civil War period was marked by several 
events: risk declined for the railroads, whose bonds were chiefly 
used as a measure of bond yields; considerable foreign funds 
flowed into the country; and domestic financial corporations — 
notably life insurance companies — were augmenting the supply 
of capital funds. With declining commodity prices, or, in other 
words, with increasing purchasing power for a fixed income, a 
fixed interest income would find more favor with , investors. 
Probably the process of adjustment iti bond yields to changes in 
purchasing power is an unconscious one, rather than the result of, 
any exact calculation of advantage or disadvantage by investors. 
Two forces will be at work to produce lower yields when the trend 
of commodity .prices is downward. ■ (1) One force is the lowering 
of business profits, which would discourage common stock pur- 

“ The interested student is directed to such standard rvorks as: Bradford, F. A., 
Money and Banking (New York: Longmans, Green & Co., 4th ed., 1940) ; and 
Wegterfield, Ray B., Money,/ Credit and Banldng (New York; Ronald Press Co., 
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chases and the promotion of any but the more promising enter- 
prises. Poor return on stocks would tend to increase the relative 
demand for bonds; decreased promotional activity, to decrease 
the demand for funds generally. (2) After a time, a declining 
price trend would also discourage borrowing and encourage con- 
servative capital structures. Over any considerable period of 
rising prices, these, conditions would ’be reversed; all forms of 
physically tangible property will tend to rise in dollar value; 
nominal profits will be easier to make; and the more daring busi- 
ness promoters will reap spectacular profits in proportion to their 
willingness and ability to borrow. 

To avoid the depressing effect of a rising general price level 
upon fixed income securities, the most obvious course of action 
would appear to be the purchase of common stocks and real estate. 
Important groups of investors, however, are restricted to bonds, 
and their problem is to limit portfolio depreciation arising from 
bond depreciation. One safeguard is to purchase bonds of sbort- 
and medium-, rather than long-term, maturities. Not only will 
the shorter maturities sliow less price fluctuation but, upon matu- 
rity, the funds may be invested at a higher return. Commercial 
banks will find short-term loans preferable to bonds.®® Some 
bond buyers may purchase second-grade issues at such times on 
the theory that rising prices will so improve the earnings of the 
debtor that credit risk will be reduced. Any markgd reduction 
in risk may be so much more important than the declining level 
of interest rates as to result in a rise in the prices of such issues. 
Bonds which are convertible into common stock, or which have 
stock purchase warrants attached, are so few in number as to 
nffer a solution for but few investors. 

As regards those occasions when the outlook is for declining, 
rather than rising, bond yields, buyers will wish to acquire issues 
. that will not be disturbed by maturity or refunding at a later 
time when yields have reached a lower level. Long-term, non- 
callable issues would be most suitable. The call feature has been 
included in, most bonds of recent years, and a choice of noncall- 
able issues is largely limited to issues of railroads put out some 
years ago. Bonds with a low coupon rate or with redemption 


““ When, as in the late ISSO’s, all banks consider short-term loans preferable and 
fear long-term bonds, their return niay fall to a negligible rate and excess reserves 
accumulate. In such circumstances the difference in yield between the short-term 
loans and bonds of medium maturity may largely discount the hazard of lyice 
decline for the latter, 
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provisions that reduce the likelihood of a call at a time when 
yields are unfavorable to the investor offer a partial substitute 
for the noncallable type of issue. To the extent that falling bond 
yields (and rising bond prices) are expected as a result of declin- 
ing commodity prices, bonds must be carefully selected. In the 
case of corporate issues the margm of safety should be substantial 
enough to withstand any recession of profits^ and values such as 
may be caused by declining prices. Civil issues likewise require 
special care in selection at such a time because of the increased 
difficulty of bearing debt burden when the purchasing power of 
the dollar is rising. 

Price level movements and common stocks. The position of 
stocks has become more widely understood as a result of discus- 
sions since the first World War of their merits as an “inflation 
hedge.” It is necessary, however, to distinguish among the dif- 
ferent kmds of common stocks, as we shall see shortly. When- 
the price level is rising, inventory, equipment, and real estate 
tend to reflect the' movement, and to rise in market price. In 
such a period it becomes relatively easy to sell goods at a profit. 
Merchandise appreciates on the shelves. Whether or not such 
profits are sufficient to maintain the working capital in terms of 
purchasing power is another and more doubtful matter. There 
is evidence that leading industrial corporations, although suffer- 
ing losses, were able to increase “real” working capital during the 
business recession of 1929-1932, since the decline in dollars was 
less than the rise in the purchasing power of the dollar measured 
by the wholesale commodity price index.®'^ 

The corresponding hazard in a period of rising prices, such as 
is likely in a war period, is that profits will be inadequate to cover 
the increase in price of assets as they are replaced. This risk is 
increased by the heavy taxation of the “nominal” profits of infla- 
tion through levies aimed at “excess” profits as well as increased 
normal rates. 

Price fluctuations in a period of either rising or falling prices 
are accentuated for the common stockholder when hia claim is 
preceded by bonds or preferred stocks. The claims of these latter 
classes are constant, and any extra profits accruing from the use 
of their share of the contributed funds inure to the benefit of the 
common equity. In times of decline the fixed claim becomes a 
burden that may not only absorb all of the income but may dis- 

" Guthmaim, Harty G., ‘‘laclustrial Working Capital During Business Recession,'’ 
Harvard Business Review, July, 1934, p. 472. 
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sipate a portion of the principal supporting the common equity. 
Long-term leases are often a fixed charge that operate much like 
funded debt. In a time when general prices and real estate were 
rising, fixed rentals would be advantageous to stockholders.®** 
The foregoing generalizations are most applicable to the com- 
mon stocks of industrial corporations. Other forces need to be 
considered in the case of the regulated public service and the 
financial companiel. Price level movements have a dual effect 
upon the railroads and the utilities. Rising prices stimulate 
business activity if it is not already going ahead under full steam. 
Any increase in general business activity will increase the vol- 
ume of revenues of the public service companie.?. In fact, rail- 
road oar loadings and electric power consumption are two of the 
most representative indicators of the volume of business in this 
country. Insofar, then, as price level movements influence the 
volume of business, they would affect industrials aird public serv- 
ice corporations similarly. The difference lies in the greater 
rigidity of the prices charged by the latter companies. Because 
they are subject to regulation, their rates are changed but slowly 
to adjust to the changing costs of operation, consisting of wages 
and supplies, which fluctuate with prices in general. This pecu- 
liarity explains the poor performance of railroad common stocks 
as compared with that of industrials during the decade 1910-1920 
(see Figure 29).®*’ This period was marked first by mildly, and 
then abruptly, rising prices as shown in the accompanying Fig- 
ure 30.“*" (The reciprocals of price movements give changes in 
the purchasing power of money, which are also shown in the same 
figure.) The effect of price level fluctuations upon public serv- 
ice corporations depends upon the extent to which they influence : 
(1) the volume of business; (2) the operating costs; and (3) the 
regulatory commission’s attitude toward rate changes. When 
prices are fairly stable, industrials and public service stocks tend 
to fluctuate in response to much the same forces, mainly cyclical, 


“'Fixed rental leases were a chief cause of the troubles of the United Stores 
Realty Corp., real estate subsidiary of the United Cigar Stores Co. of America 
(1932) and of Louis K. Liggett Co. (1933). ^ * 

The Dow-Jones Averages (New York; Barron’s, 9th ed„ 1939). OiJy in recent 
years haye the Dow-Jones averages been corrected to offset the reducing effect ot 
stock dividends, and the like. Other commonly used stock price indexes or aver- 
ages are those if the New York Times, and the Standard Statistics Comply. 

« Index numbers from 1890 to the present tiiM are by the U. S. Bureau of Labor 
Statistics- for prior years, by Professors G. F. Warren and F. A. Pearson. These 
data are reported in the Standard Statistics Company’s Standard Trade and Seewt- 
ties, Statistical Section. * • 
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as shown in the period 1920-1930 (Figure 30). A subordinate 
point to be mentioned is that rising prices are likely to protect 
utility valuations from attack, while declining prices are likely to 
lead to claims of an overvalued rate base. 

The response of the stock of financial corporations will be con- 
ditioned by the type of assets and by the amount of claims that 
are prior to the claim of tjie stockholder. Investment trusts and 
fire insurance companies generally have cbnsiderable common 
stock holdings. For this reason their own equity issues should 
react favorably to rising commodity prices and unfavorably to 
falling commodity prices. The degree to which they yvill respond 
should depend upon: (1) the proportion of their assets invested 
in common stocks rather than bonds; (2) the kind of common 
stocks held; and (3) the extent to which they trade on equity, 
as measured by the debt-to-net-worth ratio. Fire insurance 
companies are subject to the additional adverse influence of fall- 
ing prices upon their fire loss ratio; or the favorable influence of 
rising prices. When business is poor and prices are declining, the 
temptation to arson in order to collect insurance is increased, and 
is evident in the loss ratio. 

The assets of life insurance companies and some commercial 
banks are largely bonds. As we have seen, to the extent that the 
price level factor alone is an influence, it is unfavorable to bonds 
when it is rising, and favorable when it is declining moderately 
enough so as not to raise the question of solvency of companies 
or governments issuing the bonds. Commercial banks have more 
generally been interested in short-term loans than in bonds but 
in recent years a lack of the former has made for a preponderance 
of bond holdings. The return on both has fallen, and this condi- 
tion affects the gross earnings of the banks. The potentially 
fatal effort of this change has been counterbalanced, however, by 
the reduction of interest paid to depositors and an increase in the 
volume of service charges. Changes in the level of interest rates 
continue to occupy a central position in the outlook for bank 
earning power. 

Real estate or real estate equities are in the same economic 
class as industrial equities, but their movement is likely to be 
more laggard. Real estate rentals are slow to adjust to changing 
conditions, and change in response to price level movements after 
wholesale and retail prices and wages have turned. When prices 
rise violently and landlords attempt to raise rents, regulation 
sometimes intervenes in response to the protests by hard-pressed 
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iamilies against the high cost of living. A short study of French 
experience in this field showed real estate income adjusted in part 
to price level changes when inflation was reducing the purchasing- 
power of the franc in the period 1913-1926.'*^ The record, while 
much better than that of bonds and loans, did not show a sufficient 
increase in return to offset whoUy the rising price level. 

In such a discussion of stocks and real estate as hedges against 
inflation, the conclusions of Leonard Ayres, of the Cleveland 
Trust Company, are of interest 

. . . the best hedge against inflation in France and Germany was to invest 
in foreign securities. . . . 

The next best was to buy the stocks of the soundest and most conservatively 
managed companies and to hold them. Stock speculation during inflation 
proved to be even more difficult' and hazardous than during ordinary times. 
Investments in durable commodities proved profitable to users of the com- 
modities, but speculation in the commodity markets was as dangerous as in 
the stock markets 

One of the strange facts about these inflationary periods is that while ,they 
destroyed the values of most existing debts, they did not succeed in lightening 
the debt burdens of either the people as a whole, or of the corporations. 

Inflation destroys the value of bonds and mortgages and so confiscates the 
property of these holders of obligations and hands it over to the shareholders 
and the equity owners. However, it introduces so many new economic diffi- 
culties that these share and equity holders are at once forced to incur new 
indebtedness so that when stabilization comes the problems of debt are about 
as troublesome as they were before, or even more so. 

Fears of inflation were' aroused bydhe devaluation of the dol- 
lar in 1934 and continued by the unusual series of peace-time 
deficits that followed. Both devaluation and deficit financing 
were hiflationary measures. However, the commodity price 
level was unresponsive because of the ample labor and productive 
facilities unemployed in every line. With the advent of World 
War II and the avowed intention of the United States Govern- 
ment to expand its spending for rearmament and the training of 
vast defense forces, the possibility of inflation has become a more 
active threat. 

The existence of certain brakes should be recognized, however. 
Federal farm subsidies have kept alive excessive facilities for the 

■“Ives, Kenneth A., “Eeal Estate and Inflation,” Barron’s, July 1, 1936, p. 5, 
Based on the experience of the Compagnie d’Assuranoes Generales. 

‘’^Commercial and Financial Chronicle, Jtine 29, 1935, p. 4311. Further statisti- 
cal evidence may be obtained from an article on the effects of monetary depreoia- 
lion on French securities. Lagreneo. Jacque.s, “La depreciation mon^taire et log , 
-I'oleurs'mobilieres francaises,” ‘Revue d’Economic Politique, Vol. 38 (Jan.-Fev., 
1924), pp.12-44. • ■ ■ ■ _ 
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production of agricultural commodities. This capacity plus 
existing surpluses should restrain rising prices in that important 
sector. The supply of other commodities, such as copper and 
sugar, could easily be increased by relaxing tariffs. Only a few 
major raw materials, such as rubber, tin. and aluminum, are 
potentially dangerous. The bottlenecks are likely to develop 
in the manufacturing field where capacity and man power must 
be shifted to the production of armaments, planes, and ships. 
Even in these fields determined Federal action in the form of 
priorities, rationing, and price-fixing can do much to prevent an 
unbridled rise in prices. 

When the nation is fuUy employed, the only methods by which 
inflatio'n can be halted are by diverting individual purchasing 
power into the hands of the Government by taxation and by the 
sale of bonds to individuals, either directly or indirectly. How 
determined and kow wisely such. action will be is, of course, 
unpredictable. In general, democratic governments are loath to 
tax heavily enough and are prone to finance war efforts by infla- 
tionary methods. Preliminary indications are that the Govern- 
ment is aware of the danger and is prepared to take strong meas- 
ures to prevent inflation. Its problem is, however, an extremely 
difficult one, and its desire to favor labor and agriculture makes 
probable a large expansion of consumer incomes. The resultant 
demands, particularly for durable consumption goods, will almost 
inevitably conflict with the Government's demands for the out- 
put of our productive resources. Inflation can then be fore- 
stalled only by drastic measures, such as rationing and price 
fixing. 

Because the future of prices depends so greatly upon unpre- 
dictable political activities, the future position of investors will 
be determined to a great extent by their willingness to change 
and meet conditions as they appear. When Irving Fisher em- 
phasized the importance of purchasing power and obtained wide 
attention for the idea, he exploded the generally accepted myth 
that bonds were the riskless investment.^® Purchasing power is 

"Fishei’, Irving, The Purchasing Power of Money (New York; The Macmillan 
Co., 1911), Popularization of the idea with respect to investments is found in; 
Pisher, Irving, Kemmerer, E. W., Brown, Harry G., et al., How to Invest When 
Prices Are Rising (Scranton, Pa.: G. L. Sumner & Co., 1912); and “When Are 
Gilt-Edge Bonds Safe?” Magazine of Wall Street, April 26, 1926, p. 1096. In this 
latter article, Pisher credits Walter B. Lagerquist’a Investment Analysis (New 
York; The Macmillan Co., 1921) with being the first book on practical investments 
to mention the importance of changes in the purchasing power of the dollar; and 
credits A. Vein Shaw’s Investment Counsel (1922) with being the first to piaffe the • 
main emphasis on that factor. 
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the fundamental consideration in most investment, and the risk 
of losing purchasing power through a rising price level is present 
for the most gilt-edged bond. With the recognition of this haz- 
ard, the art of investment admittedly becomes more complex, 
but also more realistic. Just as recognition of the need for skill- 
ful analysis of individual securities leads one to the conclusion 
that an extensive knowledge of practical business affairs is valu- 
able, so recognition of the investment influence of general busi- 
ness conditions — ^notably of the business cycle and of the unstable 
price level — demonstrates the value of an understanding of the 
subject of economics as it relates to both private and public 
finance. 

The art of investment rests upon the maintenance of social 
order and the contmuance of economic institutions sufficiently 
like those of the past to permit confidence in the future. In a 
world of violent action in which force is exercised in unpredict- 
able ways for ruthlessly selfish ends, investment grows uncertain. 
No group has a greater stake in the favorable solution of present 
problems than the American investor. 
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HIGH-GRADE BOND YIELDS: 1900-1939 
(See Figure 3, page 57) 


Year 


Railroad Public UUhttj Irulmtrial Municipal Average 


1900. 

1901. 


1904. 

1905. 

1906. 

1907. 


1911. 

1912. 

1913. 

1914. 
1916. 
1916 

1917. , 
1918 

1919., 

1920. 

1921. 

1922. 

1923 

1924 

1925. 

1926. 

1927. 


1930. 

1931. 

1932. 

1933. 

1934. 
1936. 

1936. 

1937. 

1938. 

1939. 


Souroes: Rail b 
1931-1939; Publi 
Moody’s Aa serie 


4.05 4.54 

3.90 4.47 

3.80 4.46 

4.07 4.61 

4.03 4.58 

3.89 4.43 

3.99 4.56 

4.27 4.91 

4.22 4.99 

4.06 4.73 

4.16 4.80 

4.17 4.78 

4.21 4.78 

4.42 4.94 

4.46 4.87 

4.64 4.88 

4.49 4.79 

4.79 5.09 

6.20 5.76 

5,29 5.84 

5.79 6.73 

6.57 6.56 

4.86 6.46 

4.98 6.41 

4.78 5.22 

4,67 6.06 

4,61 4.90 

4.31 4.78 

4.34 4.68 

4.60 4.91 

■4.39 4.76 

4.66 4.68 

6.32 6.32 

4.64 6.02 

4.08 4.66 

3.76 4.02 

3.47 3.57 

3.63 3.45 

3.70 3.28 

3.47 3.03 


4.86 3.12 4.15 

4.78 3.13 4.07 

4,71 • 3.20 4.06 

4.88 3.38 4.24 

4.87 3.45 4.23 

4.53 3.40 4.06 

4.58 3.37 4.18 

.4.99 3.86 4.51 

5.07 3.93 4.55 

4.76 3.78 4.33 

4.83 3.97 4.44 

4.78 3.98 4.43 

4.81 4.02 4.46 

4.99 4.22 4.64 

4.93 4.12 4.68 

4.97 4.16 4.66 

4.89 3.94 4.63 

5.09 4.20 4,80 

6.45 4.50 5.23 

5.40 4.40 5.26 

6.01 4,64 5.88 

6.96 6.09 5.79 

5.21 4.26 4.94 

5.26 4.26 4.98 

5.21 4.20 4.86 

6.06 4.09 4.72 

4.91 4.08 4.60 

4.83 3.98 4.47 

4.88 4.05 4.49 

4.96 4.26 4.68 

4.86 4.07 4.62 

5.07 4.01 4.60 

6.06 4.66 5.34 

4.89 4.71 4.82 

4.20 4.03 4.24 

3.78 3.41 3.74 

3.18 3.07 3.32 

3.20 3.10 3.32 

3.05 2.91 3.24 

2.86 2.76 3.03 


leriea— Standard Statiatics 15 high-grade rwls 1900-1930, Moody’s Aaa quaDty 
0 utility and jndustrial series— Standard Statistics 16 high-grade bonds W^19M, 
» 1929-1939; Municipal series — Standard Statistics R ’ ’ ’ 


15 high-grade juumoipals. 
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corporate securities, 703-706 
exchange rates, 704, 711, 720 
government bonds, 703 
lottery loans, 724 
maturity of, 722 
readjustments, 725 
secured, 716-718 
sinking fund, 723, 725 
governments: 
currencies of, 704, 720 
debts of, 719 

revenues and expenses, 718 
investments, 702-727 
direct, 709 

floated in the United States, 43, 70S, 
713 

holdings of U. S., 709 
international trade, 710 
political factor, 714 
portfolio, 709 
risk of exchange, 706 
trade, 710, 713, 721 
of United States, 706 


Foreign Bondholders' Protective Council, 
Inc., 727 

Prance; 

gold bonds, 705 
rentes, 722 
secured loan, 717 
Franchises, 350-353 
watei companies, 448 
French East India Company, 7 
Funding, 137 

G 

Gambling, nature of, 13 
Gas: 

companies: 
capital structures, 439 
capitalization of, 38 
capitalization to gross revenues, 438 
capitalization and revenues, 381 
early importance of, 10 
earnings on prices of common stock, SO 
financial analysis of, 437-439 
^market development, 390, 436 
operating ratios, 438 
securities outstanding, 348 
industry: 

compared with electric light and power 
industry, 434 * 

competition with oil and electricity, 
430, 435 
growth of, 435 

historical development of, 429-484 
investment analysis of, 429-440 
technical aspects, 432 
Gas Light Company of Baltimore, 429 
General American Investors Company, 684 
General Electric Company, 94, 172, 276, 
• 291, 566 

General Italian Edison Bleotrio Corpora- 
tion, 704 

General Motors Corporation, 230 
General Motors Securities Company, 185 
Geometric mean, 255 

Georgia, validation of municipal bonds, 673 
GUt tax: 

Federal, 802 
of states, 808 

Gillette Safety Razor Company, 299 
Going value of public utilities. 368 
Gold; 

in French bonds, 705 
rn United States Government bopds, 
623 

monetary stocks, 712 
movements, 707, 710, 713 
business significance, 844 
interest rate influence, 826 
standard, 704 

suspension by United States, 143 
Warren devaluation plan, 844 
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Goodrich, B. F., Company, 159, 230, 297 
Goodwill, 304 

Goodyear Tire and Bubber Company, 192, 
219, 230, 241 

Gorton Pew Fisheries, 223 
Gould, Jay, 454 
Government: 

bonds, 126, 132, 139, 175 
yields, 56-67, 611-615 
borrowing: » 

Federal, 40 
foreign, 43-45 
municipal, 663-701 
nature of, 40 

state and municipal, 10, 41-43 
states, 642-062 
United States, 609-617 
Great American Insurance Company, 644 
Great Atlantic and Pacific Tea Company of 
Amoiiea, 392 

Great Northern Railway, 156, 408, 430, 
601, 503. 506 

Gulf States Utilities Company, 396 
H 

Harpen Mining Corporation, 703 
Harrimaln, Edward H,, 276 
Hartfdrd Fire Insurance Company, 544 
Hedging, against changes in price level, 95- 
101, 848-854 

Hepburn Act of 1906, 458 
Hill, Janies J., 276 
Hoffman-Neill tables, 579 
Hohendum clause, of typical mortgage, 149 
Holding companies, 127, 168, 390-397 
American Telephone & Telegraph Go., 
460 

assets and funded debt, 421 
banker control, 395 
capital structures, 422 
aommon stock, 422-425 
consolidajion of accounts, 413-418 
coverage of charges, 420 
death sentence, 425 
earnings, 422 
economies, 395 
effects of liquidation, 423 
Federal regulation, 423 
financial analysis of, 417-428 
personal, surtax on, 796, 799 
Home Insurance Company, 644 
Home Loan Company, 277 
Home Owners’ Loan Corporation, 606, 6i7, 
624 

foreclose costs, 586 

Home Title, and Guaranty Company of 
Brooklyn, 572 

Homes: 

number of owners, 27 
number of and value of in United States, 
46 

Hotql Lexington, Inc,, 598 


Houston, East & West Texas Railway, 177 
Hudson County, New Jersey, debt of, 677 
Hughes, Charles E., 633 


Illmois Central Railroad, 466, 478 
Income: 

account, 305-307 
analysis of/'311-313 
consolidated, 415-418 
railroads, analysis of, 493-506 
relation to balance sheet, 306 
current versus future, 88-91 
from common stocks, 254-262 
distinguished from principal in life tenant 
and remainderman trusts, 103, 740 
national: 

relation to savings, 16, 24-27 
United States, 16 
taxation, 114, 783-800 
Index numbers: 
cost of living, 203-204 
crude rubber and tires, 295 
of business activity, 830-881 
of common stocks, 849 
of construction costs, 688 
of industrial production, 832 
of wholesale commodity prices, 203, 296, 

stock prices, 830-831, 832, 8S0-S51 
Indorsement of stocks, 760 
Industrial; 
bonds: 

defaults in United States, 399 
listed and unlisted yields, 61 
yield on, 67, 76 
companies: 

comparative study of, 341 
capital structures of, 37 
dividend record of some leading com- 
panies, 230 

earnings and dividend yields of com- 
mon stocks, 79 

financial apalysia card, 334-336 
financial statements of, 300-339 
operating ratios, 324 
ratio of funded debt to stock equity, 
292 

return on capital investment, 66-70 
return on total investment, 321 
value of manufactures, 22 
production, chart of, 832 
securities: 
analysis of, 294-347 
index of stock price level, 250, SSO 
outstanding in United States, 10, 466 
stocks: 

common movement, 821 '* 

during inflation, 848 
preferred stock yields, 76 
return on listed stocks, 267 
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Industrials, (ommou stocks, income and 
appreciation, 255 
Inflation: 

common stock hedge, 848 
French experience, 1013-1926, 854 
gold factor, 845 
prospects, 855 
Inheritance taxes; 
distinguished from estate taxes, 800 
of states, 804, 811 
Inland Steel t Company, 3fi5, 333 
Insolvency, 302 

Installment sales, capital reciuired for, 50 
Insull Utility Investment Company, 427 
Insurance: 

companies, 32 (sec also, Fire insurance 
companies and Life insurance 
companies) 
casualty, 549 
classification of, 532 
investment policies of, 104-107 
maturity policy, 114 
relation to savings, 20 
seourities of, 128 
of deposits, 110, 631, 649 
of F.H.A. loans, 591 
of real estate loans under National Hous- 
ing Act, 110 
of real estate titles, 676 
reserves, 310 

stocks, early trading in, 8 
Insurance Company of North America, 544, 
54R-648 

Intangible assets, 304 
Intangibles, taxation of, 813 
Interborough Rapid Transit Company, 
173, 444, 446 

Interest: 
accrued, 748 
compound, 732 
methods of payment, 142 

commercial paper, 614’ , | 

cyclical significance, 836 - i 

effect of legality for investment on, 59 
effect of marketabihty on, 60-61 
effect of maturity on, 60 
effect of risk on, 58-60 
factors affecting, 68-64 
geographical variations in, 61-63 
in United States, 56-68 I 

normal, 54 
pure, 54-56 

relation to business activity, 826 
security price influence, 822 
theory and definition of, 53, 64, 64-66 
times earned, 316-318 
versus profits, 64-65 
Interim receipts, 138 , 

International Business Machines Company, 
94, 246 

International Harvester Company, 230, 
240, 276 


i International Hydro-Electric system, 427 
International Mercantile Marine Company, 
219 

International Nickel Company of Canada, 
Ltd., 230 

International Paper and Power Company, 
126 

International Securities Corporation of 
America, 601 

Inte^ational Telephone and Telegraph 
Company, 454 

International trade, 700, 710-713 
Interpolation, 737, 739, 742-746 
Interstate Commerce Commission, 74, 287, 
356, 371, 374, 380 
regulation of railroads, 457-470 
Inventory turnover, 327 
Investing; 
relation to'saving, S 
versus trading, 88 
Investment; 
bankers: 

functions of, 770-773 
relation to saving, 20 
compared with gambling, 13 
compared with speculation, 13 
counsel, 773 

intoi-mation, sources of, 776 . 

determination of, 83-118 
diversification, 111-114 
effects of taxation on, 782-817 
for institutional endowment, 100 
for trust funds, 101-104 
marketability,' 116-117 
of business man, 83-100 ' 
of insurance companies, 104-107, 114 
taxation, 114 
recent tendencies, 9 
social significance, 6 
sound versus speculative, 117 
trusts. 127, 550-570 
bonds of, 663 
capital structures, 559 
cost of raising capital, 664 
fixed, or limited, management, 663- 
558 

future of, 668 

investment restrictions, 561 
legal form of organisation, 660 
leverage factor, 567 
liquidating value, 666 
London and Edinburgh, 561 
management, or discretionary, 658 
measurement of performance, 566 
mutual type, 658 

price level influence on stocks, 862 
published reports, 666 
relationship with fiscal agents, 686 
semifixed, 657, 

Investment Bankers Association, 398 
Investment Company Act of 1940, 657, 560, 
665, 774 
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Investments; 
freedom from eare in, 125 
income and risk, 122 
marketability of, 124 
maturity of, 125 
of commeroial banka, 108-111 
of life insurance companies and banks, 
100 

of savings banka, 107 

taxability of, 125 , 

J 

Johnson bond tables, 736-739 
Joint stock, form of organiaation, 126 
Joint stock land banka, 636-638 
Jones & Laughlin Steel Company, 189 

K • 

Kansas City Southern Bailroad, 231, 479 
Kilburn Mills, 343 
Kresge, S. S., Company, 292, 322 
Kreuger & Toll Company, 704 


Labor conditions and business risk, 208 
Land trust certificates, 135, 601-603 
Lautaro Nitrate Companj', Ltd., 703 
Law, John, 7 
Leasehold mortgage, 135 
Leasehold mortgage bonds, 596 
Leases, 601 

fixed charge influence, 849 
guaranteed securities, 177-179 
railroad terminals, 179 
under Philadelphia plan, 168-171 
Legality; 

for investments, effect on jdeld, 59 
of investments for trust funds, 101-104 
of issue, municipal bonds, 671 
Lehigh Valley Bailroad, 478, 485, 487, 490 
Levant Company, 7 
Leverage, 567 
Liability: 

of business trust shares, 126 
of partners, 21 
of stockholders, 21 

Liggett Co., Louis K., lease problem; 849 
Liggett & Myers Tobacco Company, 242 
Life insurance: 

amount of, in United States, 634 
companies; 
analysis of, 636-640 
assets of, 33, 534 
investment policy, 839 
investments, 83, 100, lOdr’IOe, 636 
price level influence, 852 
recent growth, 634 
reserves, 638 
sources of profit, 633 
atpcks of, 639 


Life insurance {Coni.) : 
compared with fire insurance, 540 
comparison of life policies, 84 
function in investment policy, 84-85, 809 
nature of, 632 

policyholders, number of, 27 
Life tenant of trust, 103-104, 749 
Liquid funds, function in investment policy, 
94 

Liquid position maintenance for preferred 
stock, 223 

Liquidating value, investment trust stock, 
566 

Liquidity, 115-117 

of commercial bank investments, 100 
through short-term bonds, 114 
Listing: 

advantages of, 769 
effect on bond yields, 60, 61 
effect on marketability, 116 
requirements of New York Stock Ex- 
change, 767-769 
Load factor, 382, 435 
Local Bond Act of Now Jersey, 664, 674 
Ijondon Stock Exchange, 7 
London and ■Westminster Gas Light and 
Coke Company, 429 
Long Island Bailroad, 491 
Long pull investment, 839 
Long swing investment, 839 
Lottery loans, 724 
Louisiana Purchase, 610 
Louisville and Nashville B,ailroad, 477 
Lowe, 431 
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Mackay, John William, 464 
Maine Central Bailroad, 477 
Mann Elkins Act of 1910, 469 
Manufacturing and mining companies, re- 
turn on invested capital, 67 

Margin: 

requirements, 766 
transactions, 764 
danger of, 841 
Market orders, 762 
Marketability, 116-117, 124 
effect on yields, 60 

Markets, effect on industrial companies, 
298 

Maryland, personal property tax, 669 
Maryland Casualty Company, 600 
Massaobusetta, debts of, 657 
Mathomatioa of investment, 731-767 
Maturity, 125 
acceleration of, 152 
effect on yields, 60, 824 
in investment policy, 847 
pf foreign government bonds, 722 
of municipal bonds, 684-685 
of redeemable bonds, 746 
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Mechanics* of investment, 758-781 
Mechanics’ liens, 594 
Mellon, Andrew, 809 

Merchandising companies, return on cap- 
ital, 69 

Merger, influence on stock value, 412 
Mexican War, 610 
Miami Conservancy District, 678 
Michigan Office and Theatre Building, 603 
Middle West Corporation, 391, 394, 419 
Middle West Utilities Company, 391, 394, 
427 * 

Mining and quarrying companies, return on 
investment, 69 
Minnesota; 

debt repudiation by, 649 
debts of, 667 
Minority interest, 311 
Mississippi Bubble, 7 
Mississippi River Power Company, 412 
Missouri Edison Electric Company, 16S 
Missouri-Kansas-Texas Railroad, 165, 479 
Missouri Pacific Railroad, 465, 480, 482 
Moffat Tunnel District, 678 
Mohawk and Hudson, 9 
Monopoly: 

industrial companies, 290 
public utilities, 353 
railroads, 457 

Montaup Electric Company, 405 
Montreal Tramways Company, 352 
Moratorium for mortgages, 606 
Morgan Group, 392 
Morgan, J. P., and Company, 392 
Mortality tables, 533 
Mortgage: 
companies! 
bond guarantees, 600 
bonds of, 699 
deed, 175 
maps, 513 

Mortgage Bank of Chile, 703 
Mortgage Company of Maryland, 600 
Mortgage Security Corporation of America, 
699 

Mortgages, 175 

amortization of, 588-690 

amounts outstanding, 126 

appraisal of property, 676-684 

as commercial bank investments, 110 

classification of, 571 

closed, 169 

ootporate, 166-168 

current situation, 606 

details in handling, 574 

distinguished from mortgage bonds, 673 

distinguished from real estate bonds, 606 

example of, 148-182 

farm, 48, 49 

foreclosure of, 152-154 

foreclosure costs, 685 

foreclosure experience, 572 

guaranty by insurance companies, 649 1 


Mortgages (Cent.); 

insurance under National Housing Art, 
691 

leasehold, 596 
life insurance holdings, 33 
loan limits, 673, 576, 584 
methods of safeguarding, 588 
moratoria, 606 
on owned homes, 46 
open end, 159 
reOent record, 605 
registration of, 576 
return on, 108 

savings bank investment iu, 573 
second, 590 
split, 690 

successive on consolidated properties, 
163-164 

Motor Carrbr Act of 1936, 470 
Mountain States Telephone & Telegraph 
Co., 452 

Multiples, of dividends, 827 
Municipal: 

analysis card, 696-700 
'ixinds, 663-701 

defaults of, 694-096 
differentiated from state bonds, 642 
financial analysis of, 686-7^0 
flotation of, 674 , 

legality of issue, 671 
mandamus proceedings, 644 
maturities of, 684-685 
opinion of legality, 672 
purpose of issues, 42 
sales of, 41 

special assessment, 679-681 
tax exemption of, 7QD 
validation of, 673 
yields of, 67, 68, 700 
debt: 

adjustment law, 696 
amortization in New Jersej", 664 
gross amounts of, 697 
limitations on, 666-671 
limitations in New Jersey, 664 
limits, 689, 692-693 
overlapping, 687, 696 
per capita, 691-693 
inirposes of borrowing, 681 
ratio of debt to assessed valuations, 
687-691 

regulation of, 663 
statistics of, 688 
districts, 677 ' 

ownership, 387, 411 
of public utilities, 688 
right to purchttse utility, 353 
Municipalities : 
legal rights of, 663 
legal status of, 644 
net debt, 687 

revenues and expenses of, 693 
tax collections, 693 
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Municipalities (Cont.) : 
tax limitations, 645 
tax rates of, 680, 693 

N 

National Association of Security Dealers, 
Inc., 775 

National Bank Acta, 612 
National Biscuit Company, 230 
National farm loan aasoeiatious, 630 • 
National Fire Insurance Company of Hart- 
ford, 544 

National Hotel of Cuba, 703 
National Housing Act, 110, 591 
National Power and Light Company, 391, 

393, 419 

National Steel Corporation, 325, 338 
National Surety Company, GUO 
Net worth, 237-238 

New England Telephone and Telegraph, 
452 

New Haven, bond analysis, 698-699 
New Jersey: 
doctrine of estoppel, 673 
inheritance tax of, 811 
regulation of municipal borrowing, 664- 
665 

New Yoflc:' 

doctrine of estoppel, 673 
rights, 247 

New York Central Hailroad Company, 166, 
197, 200, 465, 476, 477, 482, 484, 
489, 490, 511, 556 

New York, Chicago and St. Louis Hailroad, 
231, 465, 476, 489 
New York and Erie Hailroad, 167 
New York, New Haven and Hartford Hail- 
road, 117, 178, 179, 183, 231, 276, 
465, 477, 483, 486, 489, 491 . 
New York, Ontario and Western Hailroad, 
478 

New York and Queens Electric Light and 
Power Company, 406 
New York Stock Exchange, 245, 766-769 
Niagara Hudson Power Corporation, ,391, 
392, 419, 425 

Norfolk and Western Hailroad, 231, 478, 
483, 485, 487, 490 

North American Company, 168, 330, 391, 

394, 412, 419, 427 

North American Edison Company, 168 
North Dakota, debts of, 666 
Northern' Pacific Railway,' 185, 466, 480, 
485, 488, 601, 603, 606 
Northern Railroad Company (of New 
Hampshire), 178 

.0 : 

Old Colony Hailroad, 179 

Ontario Power Service Corporation, 703 

Open end, investment trust, 568 


Operating ratio, 28.3-284, 324 

electric light and power companies, 409, 
419 

electric railways, 442 
gas companies, 438 
of fire insurance companies, 545 
of railroads, 288, 473, 496-500 
Over-the-counter market, 775 , 

' P 

Pacific Lighting Corporation, 419 
Pacific Telephone and Telegraph Company, 
231, 452 

Panama Canal bonds, 611 

Panama, Republic of, secured loan, 717 

Par value, 236, 238 

Partnerships, limitations of, 21-22 

Path6 Exchange, Ino., 202 

Pennsylvania: 

classified property tax of, 814 
personal property tax. 669 
Pennsylvania Railroad Company, 172, 486, 
478, 484, 488, 489, 491, 607-511, 
556 

income account, 494-496 
Pennsylvania Water and Rower Company, 
406 

Pere Marquette Railway Company, 486, 
489 

Phoenix Hosiery Company, 223 
Phoenix Insurance Company, 644 
Pittsburgh and Lake Erie Railroad, 487 , 
Plant turnover, 326 
Port of New York Authority, 679 
Postage stamp bid, 676 
Postal Telegraph Company,, 454 
Preferred stock, 207-233 

advantages to corporation, 208-210 
asset preference, 220 
callable, 131, 221 
classification of, 129-131 
contract, 211 , 

convertible, 131, 224 ' , . i 

cumulative, 129, 216-219 
development of, 207 
dividend coverage, 318 
dividend record of some leading com- 
panies, 230-231 

dividend yield and total return, 232 

effect of price level changes, 211 

first and second, 130 

investment charaoterisUos, 226-233 

nonoumulative, 129, 214-218 

participating, 130, 224 

price determining factors, 822 

price movements, 827 

protective provisions, 212 

raiboads, 515 

redeemable, 221 

return, 75-76, 256-262 , 

tax status, 232 

versus bonds, 76-76, 213 



Prefer''ect stoRk (Cml .) : 
versus common stocks, 26S-262 
voting and nonvoting, 13X 
voting privilege, 222-223 
yield, 210, 22&-232 
Premium, calla.bl6 bonds, 191 
Price level: 

common stocks as hedge, 269 
convertible bonds as hedge, 196 
effect of change: 
on common stock, 245 
on construction costs, S87 
on demand for capital, 39 
on industrial companies, 290 
on preferred stock, 211, 232 
on railroads, 461-462, 472 
on utility valuation, 361 
general, 843 

hedging against changes, 96-101, 848-854 
relation to stabilized bonds, 143, 203-205 
Priorities, claims against assets, 123 
Procter and Gamble Company, 291 
Profits: 

versus interest, 64-66 
versus investment risk, 94-96 
Proprietorsliip accounts, analysis of, 301 
Providence and Worcester Railroad, 178 
Public Debt Act of 1941, 621 
Public Service Corporation of New Jersey, 
286, 391, 392, 419 
Puhlio utilities, 348-464 
bond defaults, 390, 403 
capital coats of, 388 
capitalization and revenues, 381 
commissions, powers of, 37^378 
common ohaiaoteristics, 349 
customer ownership, 387 
demand for capital, 37 
depreciation, 362 
eoohomio hazards, 380 
electric and gas, earnings on market price 
of common stocks, 80 
fair return on fair value, 371, 379 
franohises, 350-353 
going value, 368 
goodwill, ?69 
histoiy of securities, 9 
holding companies, 390-397 
load factor, 382 
municipal operation of, 683 
open end mortgages, 161 
plant and equipment, value of, 37 
position as investments, 397 
price level influence on stocks, 849 
rate regulation, 367 
rate structures, 383-387 
regulation of, 353-381 
return on capital investment, 71 
return on listed stocks, 267 
right to judicial review, 366 
risk in, 286-287 

securities outstanding, 10, 348, 456 
soryioe-at-cost franchise, 362 


Public utilities (Corel.) : 
significance of property and earnings, 37 
use of facilities, 388 
valuation, 357-370 
yield on bonds, 57, 61 
PubUc trtiUty Act of 1935, 423 
Public Utility Holding Company Act, 396 
425 

Public Works Administration, 411, 613 
Puget Sound Power & Light Company, 39i 
Purchase fund, 185 

Purchasing power of dollar, chart of, 851 
(see also Price level) 

Pyramiding, 390 

Q 

Quotations, sources for, 116 

’ R 

Railroads: 

accounting control by Interstate Com 
merce Commission, 468 
analysis of securities, 482-619 
assumed bonds of, 177, 178 
balance sheet, analysis of, 607-511 
bonds of, 512 

bond defaults of, 399, 403 ’ 

capital requirements of, 466 
capital structures, 471, 610 
capitalization, 471, 607 
class I roads, 475 
commission control, 457-470 
common stocks, 516 
income and appreciation, 255 
competition, 467, 472, 491, 617' 
consolidations, 464 
coverage of fixed charges, 514 
demand for capital, 38 
early importance, 9 
earnings, 460, 468 
equipment, condition of, 502 
fair return, 462 

income account analysis, 493—506 
investments, 507 

maintenance of equipment, 498, 500 
maintenance of way and structures, 497, 
502 

mileage operated, 492 

operating ratios, 473, 496-500 

operating statistics of, 288 

preferred stocks, 616 

progress, 617 

receiverships, 615 

recent history, 616 

rentals oapitaUzation, 610 

return on capital investment, 67, 70-71 

return on listed stock, 78, 257, 616 

revenues, 468, 495-497 

risk in, 287-289 

securities outstanding, 10, 465, 466 
statistical sources. 473 
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territorial survey of major systems, 474- 
481 

traffic, 468, 484r-492, 505 
traffic density, 506 
transportation ratio, 500 
valuation, 459, 466 
yield on bonds of, 57, 61, 171 
Rond Kardex Company, 203-206 * 

Rates of exchange, 704, 711, 720 


debt to proprietorship equity, 315 
deposits to net worth of national banka 
524, 527 

fire insurance, 544-645 , 
inventory turnover, 327 
investment per customer, 408 
net debt to assessed valuation of munioi- 
■ palities, 687-691 

operating, 283-284, 288, 324, 409, 419, 
438, 473, 496-600 
plant turnover, 325 
total income to total investment, 321 
transportation, 600 
underwriting, 545 
Readfng Railroad, 478, 486 
Real estate; 
appraisal of, 576-584 
bonds, 593-605 
amounts of, 47 
causes of loss, 604 
collateral mortgage issues, 135 
defaults, 399, 604 

distinguished from individual mort- 
gages, 673 

guaranteed, 600-601 
of mortgage companies, 599 
reorganization issues, 598 
risk in commercial property, 696 
causes of value changes, 586 
defense housing, 691 
depth tables, 579 
effect of cycle on values, 587 
influence of price level, 946 
investments secured by, 671-607 
land trust certificates, 601 
price level influence, 852 
securities, 134 
value without income, 823 
urban, 89, 91 
Recapture clause, 463 
Receivers’ certificates, 132, 138, 176 
Reconstruction Kna^nee Corporation, 470, 
618, 621, 692, 617, 624, 626 
Refunding, 187 
Refunding acts, 67-9 
Regulation: 

of public utilises-, 3^1-381 
of railroads, 487“470 


Reorganization: 

debentures, position of, 181-182 
real estate bonds, 598 
taxation, 789 
treatment of bonds, 162 
Repudiation of state debts, 646-651 
Republic Steel Corporation, 326, 338 
Reserves, 303, 310-311 

banlang, interest rate influence, 826 
commercial banks, 623 
of banks and credit control, 846 
of fire insurance companies, 543 
of life insurance companies, 638 
place of gold, 935 
surplus, 304 
Resumption Act, 611 
Retail sales, 61 

Revenue Acts of 1939 and 1940, 784, 800 
Reynolds Metal Co., 291 
Rhine-Westphalia Electric Power Corpora- 
tion, 703 
Rhode Island: 

personal property tax, 659 , 

tax on intangibles, 816 
Richmond, Fredericksburg and Potomac 
Railroad, 477 

Riehmond-Washington Company, 477 
Rights; 

mathematics of, 754 
i subscription, 247-249 
Risk, 117, 282-292 
and income from seourities, 122 
effect on investment yields, SS-60 
in industrial companies, 289-202 
in preferred stocks, 229 
in trading on equity, 279-282 
of changes in price level, hedging against,, 
95-101 

of exchange fluctuations, 144 
of inventory losses, 297 
of labor conditions, 298 
of receivership, 403 
security price influence, 822 
versus profits, 94-96 
Royal Dutch Company, 704 
Rubber, prices of, 295-296 
Rural credits, by states, 656 


Safe Harbor "Water Power Company, 40 
St. Louis-San Francisco Railway, 466, 4 
St. Louis Southwestern Railway, 479 
Sao Paulo, State of, 726 
Saving: 

aid of banks, 19 

by means of discount bonds, 91-93 
by means of life insurance, 86 
dependence on social order, 17 
dependence on stable currency, 18 
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Savings (Cont .') : 
principal aouroea of, 24-34 
relation to investing, 4 
Savings; 

investment policy of, 839 
investinenta of, 107 
changes in distribution of, 27-30 
corporate, 28-30 
depositors, number of, 27 
estimated auiounta of, 25^ 29 
investment of, 26 

Savings and loan associations, 588 (see 
Building and loan aasociations) 
Seaboard Air Line Railway, 465, 477 
Seattle, municipal utilities, 387, 683 
Securities: 

classification of, 121-146 
contractual versus ownership, 122-124, 
128 

definitive, 138 
early forms of, 0 , 
fiotations of, 11 
' flotation of new, 39 
kinds of, 11-13 
number of owners, 27 
outstanding, 10 

ranking of claims of, 122-124, 236 
reasons for lack of standardisation of, 121 
shaie ill control of corporation, 124 
taxes on issue and transfer of, 812 
Securities Exchange Act of 1934, 765, 707, 
774 

Securities and Exchange Commission, 245, 
423, 426, 767, 774 
Seoul ity prices: 
determining factors, 822 
‘ seasonal movements, 819 
Servel Corporation, 242 
Shares: 

early use of, 6, 7 
founders’, 238 
voting, 128 

Shell tTniou Oil Corporation, 239 
Short selling, 763 
in investment policy, 842 
Sinking fund, 142, 698 
effect on bond prices, 116 
foreign goverhment bonds, 723, 726 
preferred stock, 221-222 
provisions, 186 
purchase fund, 185 
reorganization issues, 186—187 
Sioux City Service Company, 362 
Smith, Adam, 7 
Somers table, 57fi 
South Dakota, debts of, 666 
Southern California Edison Company, 286, 
387 

Southern Life Insurance and Trust Com- 
pany, 648 

Southern Pacific Raihoad, 177, 466, 479, 
480 


Southern Railway Company, 215, 231, 465, 
477 

Speculation, nature of, 13 
Spicer Manufacturing Compans', 211 
Spokane, Portland and Seattle Railway, 
480 

Sprague bond tables, 729, 737, 740, 741 
Standard Gas and Electric Company, 168, 
391, 394, 419 

State: 

bond’s, 642-662 
defaults of, 645-652, 094^696 
differentiated from municipal bonds, 
642 

markets for, fi()2 
purposes for which issued, 42 
rights against property, 044 
sales of, 41 
taxation o?, 661 
debt; 

per capita, 653, 654, 659 
purposes, 856 

ratio to assessed values, 658 
reasons for growth, 655 
restrictions on, 652 
total net debt, 654 
operating costs, 654 
Statements, financial: 
consolidated, 413-418 
induatrial companies, 300-339 
Steel industry, eaniiugs, 338 
Stevens Hotel Corporation, 188 
Stevenson plan, 296 
Stock: 


bearer certificates, 554 
certificates, 760 
debenture, 156, 559 
deferred, 238 
dividends, 751-752, 756 
effect on current quotations, 249-252 
taxation of, 790 
founders’, 238 
guaranteed, 177-179 
loans of, 763 
management, 238 
multiples, 82 
nature of return, 64 
orders to buy and to sell, 761 
price fluctuations, 818 
price indexes, 818, 820, 849 
purchase warrants, 202 
in investment policy, 847 
split-up, 756 
transfer of, 760 
yields, determination of, 752 
Stock exchanges, early trading, 7 
Stone and Webster, Ino., 427 
Stop-loss orders, 762 

Subrogation, right of, in typical mortgage, 
151 

Subscription rights: 
mathematics of, 764 
taxation of, 790 
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Sucaesaion taxes, 800-812 
Sugar companies, financial analysis of, 345 
Sun Life Assurance Company of Canada, 
105 

Surety companies, 600 
Surplus, 237 

additions .to, per cent of net earnings, 30 
savings by retention of, 28 

T ^ 

Tacoma Gas and Electric Companj', 166 
Tampa Electric Company, 330 
Tariff, effect on investments, 299 
Tax: 

anticipation warrants, 139, 682 
collections, municipal, 693 
districts, 678 
limitations: * 

of municipalities, 645 
of states, 644 
rates, municipal, 685, 693 
Taxability, 125 
Taxable income, 785 
Taxation: 

effect on investment policies, 782-817 
future of, in United States, 817 
of state bonds, 601 
of stock dividends and rights, 790 
situs of property, for pmposes of, 816 
Taxes: 

classification of, 782 

classified property, 813 

declared value excess profits, 792 

defense, 784 

estate, of states, 804 

excess profits, 848 

Federal: 

capital stock, 792 

corporate surtax, undistributed profits, 
795 

estate,. 800-810 
excess profits, 792 
gift, 802 
income: 

corporate, 790-799 
personal, 783-790 
foreign, 783 
general property, 813 
gift, of states, 808 
income; 

effect on corporate dividend policy, 797 
effect on security yields, 796 
of states, 799 

inheritance, 800, 804-808, 811 
normal rates (Federal income), 784 
on intangilles, 813 

on issue and transfer of seomities, 759, 
812 

on personal holding companies, 796, 799 
personal property, 658 , 

social consequences of, 811 
s^ate and local, 783 


Taxes (Coni.): 

succession, 800-812 
surtax rates, 784, 786 
Tax-exempt securities, 41, 43, 114, 621, 0( 
662, 700, 796 

return as compared with taxable secu 
ties, 798 

Telegraph companies, value" of plant a 
equipment, 37 

Telephone companies, 450-453 
industry : « 

capitalization and revenues, 381 
growth of, 450 
securities outstanding, 348 
value of plant and equipment, 37 
Tennessee Valley Authority, 411' 

Texas, bond defaults of, 649 
Textile industry: 
financial analysis of, 341-346 
migration, 298 

Toho Electric Power Company, Ltd., 70' 
Toledo and Cincinnati Railroad, 178 
Torrens certificate, 570 
Trading on equity: . 

commercial banks, 624 
during price level change, 848 
fire insurance companies, 544 
investment trusts, 667 
life insurance companies, 640 
Tranche, 723 
Transfer taxes, 769 
Transportation Act of 1920, 71, 462 
Transportation Act of 1940, 470 
Transportation by water, return on oapit 
investment, 67 

Travelers Insurance Company, 539 
Trust: 
funds; 

investment policy for, 101-104 
life tenant and remainderman, 10£ 
104, 749 

problems in administration of, 101-1( 
indenture, 160-169 
Trust Indenture Act, 166-157 
Trustees; 

investment policy, 839 
obligations of, 101-104 
Trustees’ certificates, 132, 176 
Trusts, business, or express, 126 
Turnover: 
inventory, 327 
plant, 326 

U 

Umform Public Utilities Act, 373 
Uniform Stock Transfer Law, 761 
Union Bank of Florida, 648 
Union Carbide and Carbon Co., 391 
Union Electric Light and Power Compan 
of Missouri, 168' 

Union Pacific Railroad, 231, 466, 479, 48( 
656 
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United AWaft, 246 
United Cigar Stores Co., 849 
United Corporation, 391 
United Gas Improvement Company, 390, 
391, 392, 395, 419, 427 
United Light and Power Corporation, 242, 
391, 394, 419 
United States: 
as creditor nation, 712 
Government obligations, 110, 116, 008- 
624 

Defense Savings bondS, 020 
guaranteed, 624^027 
market support, 614 
notes, certificates, and bills, 019 
Postal Savings, 019, 620 
prices and yields, 56-57, 611-(il5 
Savings bonds, 620 
tax status, 021 
treasury bonds, 617 
World War I finance, 616 
history of debt of, 609-617 
instrumentalities without guarantee, 627- 
641 

position in international finance, 705-710 
sources of levenue, 608 
United States Housing Authority, 624, 627 
United States Maritime Commission, 621 
United States Steel Corporation, 230, 290, 
307-341, 666 

Uruguay, converted bonds, 726 
Usury, 574 


V 

Valuation: 

current tendencies for utilities, 364 
depreciation, 362 
induslirial stocks, 339 
of annuities, 733 
of public utilities, 367-370 
of railroads, 459, 466 
original coat, 358 
leproduotion cost, 360 
use of gross revenues, 424 
utility stocks, 410 
various purposes, 370 
Valuation Act, 459, 466 
Valuation reserves, 303 
Vanderbilt, Cornelius, 276 
.Villages, 678 

Virgima-Carolina Chemical Company, 182 
Virginia Electric & Power Company, 395 
Virginia-West Virginia Controversy, 651 
Virginian Railroad, 478 
Voting: 

and nonvoting stock, 128, 131 
contingent, 223 
control, 241-246 
preferred stock, 222 


W 

Wabash Railroad, 465 
Wamsutta Mills, 343 
Wanamaker, Rodman, 809 
War of 1812, 610 
Warrants, stock purchase, 202 
Water companies: 
analysis of, 446-449 
capitalization, 448 
dopieci.ation and maintenance, 448 
Waterbury, Connecticut, bond advertise- 
ment, 675 

Wealth: 

changes in distribution of, 27-28 
growth of property ownership, 27 
value of, in United States, 10-11 
Western Electric Company, 461 
Western Pacific Railroad, 480 
Western Union Telegraph Companj-, 463 
Westinghouse Electric and Manufacturing 
Company, 193 
Whitman MUls, 343 
Winchester Company, 223 
Woolworth, E. W., Company, 89-91, 292 
Working capital, 326 
during business recession, 848 

Y 

Yield: 

bank stocks, 81, 527, 529 

bonds and commercial paper, 823-826 

British consols, 54-66 

computation for serial bonds, 747 

computation of, 731-743 

contrasted with price, 731 

discount bonds, 91-93 

dividend, on common stocks, 79-81 

effect of income taxes on, 796 

effect of legality for investment on, 59 

effect of marketability on, 60 

effect of maturity on, 60 

effect of risk on, 58-60 

effective rate, 674 

factors affecting, 68-64 

geographical variations in, 61-63 

high grade bonds m United States, 67-69 

index of quality, 823 

mumclpol bonds, 700 

of commercial paper, 614 

of railroad bonds, 614 

on stocks, 752 

preferred stocks, 75-76, 210, 226--232 
promised on investments floated in Brit- 
ish markets, 63 
public utility bonds, 399 
railroad common stocks, 616 
railroad obligations, 171 
United States Government bonds, 66-57, 
611-615 



